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DEAR FELLOW SHAREHOLDERS,

2006 WaS da SOlid year. Your management team devoted itself to
meeting the needs of our shareholders, business partners, and clients. The
result was a year filled with accomplishment, gr owth and
a resolve to overcome external chaJleng;es. Our commitment to
forward thinking and exceptional responsiveness was validated with a

67% rise in revenues, a 96% rise in net income and

an average return on equity of 19% for the year.

WITH AN EYE TO THE FUTURE, our primary focus was to effectively utilize the capital provided by our IPQ in December
2005. We deployed a significant amount of that capital to two key growth areas: our reinsurance business and the

acquisition of a domestic insurance carrier.

With this additional capital, Twin Bridges, our reinsurance subsidiary, expanded its third party quota share arrangement
and grew revenues by 200% to $25.6 million from $8.5 miliion. We expect 2007 to bring further growth for Twin
Bridges as we replace the third party frontlng arrangement with excess insurance policies issued directly by our

domestic insurance carrier, Majestic lnsurance Company.

We acquired Majestic in November 2006.“This acquisition was a pivotal strategic move that provides the foundation
for our future and the stability to weather fchanging market conditions. It enables us to marry our existing fee-based
and reinsurance businesses with the power to provide traditional workers' compensation as well as group excess and
other insurance business solutions. Since the acquisition, Majestic contributed $8.6 million to consolidated revenues.
For the entire year, the company’s revenues were $72.5 million. Majestic will be a major contributor to our consolidat-

ed revenues and bottom line growth for 2007,

Undoubtedly, the acquisition of Majestic was our most important accomplishment this year. As a provider of primary
workers' compensation products, Majestic enables us to supplement the group self-insurance products we offer
through our broker network with a traditional line of insurance. This innovative approach will meet the unique needs

of a much larger range of clients, across a wider range of industries.

The $46.3 million acquisition was carried out with no dilution to our shareholders by raising $35.0 million of long-term
trust preferred funding to complete the purchase. A. M. Best upgraded Majestic’s financial strength rating from “B++"
{Very Good) to “A-" (Excellent) following the closing of the acquisition and also granted an *A-" rating to Twin Bridges.

With Majestic as part of the CRM Holdings' organization, Twin Bridges has a wholly owned conduit for its. workers'
compensation reinsurance activities. This allows us to keep more of those premiums in-house. Policies that were
previously subject to a 70/30 quota share arrangement with a third party insurer are anticipated to renew
through Majestic. Already in 2007, this transition occurred with six of our fourteen self-insured groups that had a

January 1 renewal date. .




Majestic will also help our business expansion plans.
Geographically, it widens our reach by being an admit-
ted carrier in 16 states, having added New York at the
end of 2006. Historically, Majestic has been active in
Calitornia, Alaska, Arizona, Nevada, Oregon and
Washington. In addition, our broker network has

increased 35% form nearly 300 to over 400 brokers.

As we enter 2007, all of this positive momentum bodes
well, but we will execute our strategies cautiously, mind-
ful that business challenges may arise just as they did
this year. For 2006, group self-insurance in our major
markets of New York and California presented difficult
envirqnments for growth. In New York, we have a
maturing market and a changing regulatory climate.
Despite theses issues, we were able to keep our group
member retention rates above 90% and grow the over-
afl number of members in our programs by 7%. In
California, we faced premium rate erosion, but there,
too, we grew membership from 203 to 402, a 37%
increase. As insurance market pricing cycles run their
course, it is vital to continue to grow membership to be
in position to take advantage of eventual future market
pricing. We met these challenges head on this past year,
and our operating results are testament to our strength,

resclve and determination.

How will we look back at 20067 As the year we seized
tremendous opportunity and took the steps necessary

to ensure a promising future.

MOVING FORWARD

We built CRM on a foundation of trust and service —
answering the unmet needs of brokers and clients in a
variety of industries. We will hold true to this commitment

and to the guiding principles that have served us so well:

Exceptional service. We will continue to provide

exceptional service to brokers, clients and insured

@W@built CRM on a foundation
of trust and service -
answering the unmet needs of
brokers and clients in a variety of
industries. We will hold true
to this commitment and

to the guiding principles @?\t_}

have served us so well.

members that is second to none in the industry.
Aggressive loss control and claims management are

our hallmarks.

Disciplined underwriting standards. Writing
profitable business to achieve superior underwriting
results, as opposed to simply growing our top line, is our

overriding rule.

The year ahead is filled with tremendous potential.
The table has been set for management to take full
advantage of our business platform. Execution and
efficiency will be our focus. We have every piece of the
puzzle in place to maximize operating results through

our strategic broker partnerships.

We will continue to stay focused on our traditional fee-
based group self-insurance model and continue to grow
that business organically. Although we are dealing with a
soft market in California, 37% member growth proves
that our group self-insurance model works, In New Yark,
similar to 2006, we will take advantage of limited growth

opportunities while concentrating on member retention.




Majestic also offers a number of significant growth
opportunities. Driven by its A- rating, we will begin to
diversify geographically from our California base with
profitable growth in new states. New York and New
Jersey will provide an immediate opportunity to write
profitable business through our established broker net-
work, Nevada and Arizona are also online. These initia-
tives will allow for a more diversified and balanced busi-

ness mix in Majestic.

Excess workers' compensation insurance has proven to
be a top and bottom line driver for our company. We are
now looking to expand our writings through strategic

partnerships with established and qualified administra-

" tors. We bring the capacity and expertise to write this

business selectively at highly profitable margins.

Most significantly, our Twin bridges revenues will be dra-
matically improved by increasing our share of the excess
premiums paid by the groups we manage, reducing

exposure to losses, and nearly eliminating frictional costs.

In closing, CRM Holdings is now a more diversified, bal-
anced and poised company ready to redefine our indus-
try. We have more products to offer our valued brokers

and much deeper management covering the two coasts.

We would like to thank all of our employees and the
Board of Directars who have been instrumental in the .
Company's success this year. And we also thank our

fellow shareholders for your support and confidence in .

the business.

Daniel G. Hickey, Jr.

CHAIRMAN OF THE BOARD AND
CHIEF EXECUTIVE OFFICER

@ Undoubtedly the acquisition of Majestic was our most important
acco mpllshment this year. As a provider of primary workers’
compensation products, Majestic enables us to supplement the products

we offer. This innovative appro ach will meet the unique needs of\
much larger range of clients, across a wider range of 1Ild118tI‘leS
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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

Form 10-K
ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2006
' OR

0  TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d
OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to
Commission file number: 001-32705

CRM Holdings, Ltd.

{Exact name of registrant as specified in ity charter)

Bermuda Not Applicable
(State or ather jurisdiction of (LR.S. Employer
incorporation or organization) Identification No.)
PO Box HM 2062, Hamilton HM HX Bermuda ’ Not Applicable
{Address of principal executive offices) . (Zip Code)

(441) 295-6689
(Registrant’s telephone number, including area code)
None
{(Former name; former address and former fiscal year, if changed since last report)

Securities registered pursuant to Section 12(b) of the Act:

_ Title of Each Class Name of Each Exchange on Which Registered
Commoen Stock, $0.01 par value per share The NASDAQ Stock Market, LLC
Securities registered pursuant to Section 12(g) of the Act:
None.

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act.

Yes O No

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the

Exchange Act. Yes O No

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the

Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required
to file such reports), and (2) has been subject to such filing requirements for the past 90 days.  Yes No [

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein,

and will not be contained, to the best of registrant’s knowledge, in definitive proxy or information statements tncorporated by
reference in Part III of this Form 10-K cor any amendment to this Form 10-K. O

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer,

See definition of “accelerated filer and large accelerated filer” in Rule 12b-2 of the Exchange Act.

Large accelerated filer O Accelerated filer Non-accelerated filer O
Indicate by check mark whether the registrant is a shell company {as defined in Rule 12b-2 of the Exchange Act).

Yes [ No

As of June 30, 2006, the aggregate market value of the registrant’s common stock held by non-affiliates of the registrant

was $102,316,505 based on the closing sale price as reported on the National Assoctation of Securities Dealers Automated
Quotation System Nationa] Market System,

The number of shares of the registrant’s common shares outstanding as of March 6, 2007 was 16,273,368.
_ 7 INCORPORATION BY REFERENCE
Portions of the proxy statement for the registrant’s annual meeting of shareholders to be held on May 2, 2007, to be filed

subsequently with the Securities and Exchange Commission pursuant to Regulation 14A, are incorporated by reference in
Part 11 of this Annual Report on Form t0-K.
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INFORMATION CONCERNING DEFINITIONS AND FINANCIAL INFORMATION

CRM Holdings, Ltd. is a Bermuda exempted holding company incorporated in September 2005 that owns
directly or indirectly the following significant subsidiaries: CRM USA Holdings, Inc., or CRM USA Holdings,
Compensation Risk Managers, LLC, or CRM, Compensation Risk Managers of California, LLC, or CRM CA, Twin
Bridges (Bermuda) Ltd., or Twin Bridges, Eimar LLC, or Eimar, Embarcadero Insurance Holdings, Inc., or
Embarcadero, and Maijestic Insurance Company, or Majestic. As used in this annual report, references .to the

“Company,” “we,” “us” or “our” refer to CRM Holdings, Ltd. and its subsidiaries on a_consolidated basis.
References to CRM Holdmgs refer solely to CRM Holdmgs, Ltd. refercnces to CRM refer to CRM CRM CA and
Eimar and references to Embarcadero refer to Embarcadero and its consolidated sub51dlar|es mcludmg Majestlc
unless in any instance the context indicates otherwise. Unless the context indicates otherw1se references to our
common shares include our non-voting Class B shares. All amounts in this annual report are expressed in
U.S. dollars and the financial statements have been prepared in accordance with genérally dccepted accountmg
pnncxples in the United States of America, or U.S. GAAP, except as olherw1se indicated.

L

CAUTIONARY NOTE REGARDING FORWARD-LOOKING STATEMENTS

This annual report contains forward looking statements. These forward looking statements include, without
limitation, statements about our plans, strategies-and prospects under the headings “Business,” and “Management’s
Discussion and Analysis of Financial Condition and Results of Operations.” These statements are based on our
current expectations and projections about future events and are identified by terminology such as, “may,” “will,”
“should,” “expect,” “scheduled,” “plan,” “seek,” “intend,” “anticipate,” “believe,” “estimate,” “aim,” “potential,” or
“continue” or the negative of those terms or other comparable terminology. Although we believe that our plans,
intentions and expectations are reasonable, we may not achieve our plans, intentions or expectatzons

LENTY LEIYY

 These forward-looking statements involve risks and uncertainties. Important factors that could cause actual
results to differ materially from the forward looking statements we make in this annual report are set forth in “Risk
Factors.” We undertake no obligation to update any of the forward lookmg statements after the date of this annual
report to conform those statements to reflect the occurrencé of unanticipated events, except as required by
applicable law.

You should carefully read this annual report, the documents that we reference m this annual report and have
filed as exhibits, other documents we have filed with the SEC, with the understanding that our actual future results,
levels of activity, performance and achievements may be different from what we expect and that these differences
may be material. We qualify all of our forward looking statements by these cautionary statements,




PART 1
ITEM 1. BUSINESS - . : .
Overview .
We are a.lcading provider of workers’ compensation insurance products for employers in New York, Catifornia
and Texas which, prior to cur November 2006 acquisition of Embarcadero, was focused on the management of self-
insured groups but now also includes providing traditional workers’ compensation coverage primarily to businesses
located in California, Our business consists of four primary segments: (1) fee-based management services,

(2) primary worker’s compensation insurance, (3) excess workers’ compensation reinsurance; and (4) corporate
and other. . : "

.

We have been in the business (;f forming and managing self-insured groups since CRM’s inception in 1999. A
self-insured group is an association of employers which provides workers’ compensation insurance to its members.
Statutory workers’ compensation insurance provides coverage for employees’ medical expenses and lost wages
arising from work-refated injuries and coverage for employers’ liability to injured employees and others arising
from the circumstances that resulted in injury. Each member of a group is jointly and severally liable for the
liabilities incurred by the group during the period of the member’s participation, even if the member subsequently
leaves the group.

Each group we Imzmage is composed of employers in thé same industry, all of whici-l are located in a single
state. The premiums paid by the members of the groups we manage provide funding for claims and loss adjustment
expenses and the general expenses of the groups. We currently manage 14 self-insured groups in 12 industries. Eight
of these groups are in New York, five are in California, and our newest group, which was formed on December 1,
2006, is in Texas. The groups we have formed are concentrated in industries that we believe have favorable risk
profiles and we regularly screen and monitor the members of each group we manage. In New York; the groups cover
the following industries: healthcare, contracting, transportation, wholesale and retail, manufacturing, public
entities, real estate and cemetery management. In California, the groups cover the healthcare, contracting, new
vehicle franchise auto dealerships, banking and winery mduslnes In Texas, our new group covers the pubhshmg
and printing 1ndustry

We provide the groups with a comprehensive range of services, including: assistance in thelr formatlon
underwriting, risk assessment, safety and loss control services, medical bill review and case management, general
management and recordkeeping, regulatory compliance, and, in New York and Texas, claims management services.
We also act as a broker by placmg excess coverage insurance and any required surety bonds for the groups.

Qur fee-based management services, busmess has increased substantially since its inception in New York in
1999 and in California in 2003. Qur management fees and commission income grew from $74 thousand and
$20.7 million in 2003 in California and New York respectively, to $12.6 million and $27.4 million in 2006. We
believe that our California fee-based management services business will continue to grow both through an increase
in membership in our existing groups and through an increase in the number of groups we manage. Although we
have formed groups in New York for all industries that we currently desire to target, we betieve growth in our New
York fee-based management services business will occur as a result of increases in the number of members in our
existing groups. ! '

Our management fees are based on either a percentage of the premiums our groups charge their members or
workers” compensation rates set by the New York Workers’ Compensation Board and are recognized as income
over the year for which such premiums are fixed. Increases and decreases in the aggregate annualized premiums are
an indication of the increase or decrease in the amount of management fees we expect to earn in the future as our
unearned management fees are recognized as income. The aggregate annualized premiums paid by their members
to the groups we manage in California were $74.2 million, $74.9 million and $24.1 million for the years ended
December 31, 2006, 2005 and 2004, respectively. Our self-insured groups in California experienced steady growth
in the number of businesses insured, increasing by over 30% during 2006, but this annualized premium growth was
somewhat offset by reductions in promulgated rates and price competition. The aggregate annualized premiums
attributable to the groups we manage in New York were $121.7 million, $114.0 million and $110.0 million for the




years ended December 31, 2006, 2005 and 2004, respectively. Following three years of relatively stable rates, the
New York Workers’ Compensation Board passed a rate increase in July 2005 averaging five percent across all
industry groups that became effective in October 2005. Since this increase, rates in New York have remained stable.

Our fee-based management services segment accounted for approximately 54% of our total revenues and
approximately 31% of our income before taxes for the year ended December 31, 2006 and approximately 81% of
our total revenues and approximately 76% of our income before taxes for the year ended December 31.-2005.

In addition to providing these groups with a comprehensive range of services, we underwrite all of the risks in
each group and, since December 2003, leverage this underwriting knowledge by providing reinsurance for a
substantial ‘portion of the excess coverage insurance through our subsidiary, Twin Bridges, a Bermuda-based
reinsurance company. The self-insured groups are required to purchase excess workers’ compensation coverage to
cover clalms that exceed a threshold established by state law or regulation or by administrative determination. We
eurrently reinsure a substantial portion of this excess coverage for 12-of our 14 groups. Since Twin Bridges began
writing this excess coverage in December 2003, only eight claims have been reported and there have been no paid
losses. We also act as a broker and place this excess insurance coverage and any required surety bonds for the
groups. : ’ '

"+ .Upon their policy renewals on January 1, 2007, 6 of our 14 groups obtained excess and frequency coverage
from our insurance subsidiary, Majestic. For these 6 groups, Twin Bridges reinsures a portion of the coverage
provided by Majestic pursuant to a quota share reinsurance contract, also effective on January 1, 2007. Twin
Bridges’ liabilities under the quota share reinsurance agreement, however, are capped at specific levels. In addition,
Majestic will pay brokerage commissions to CRM and CRM CA in connection with the placement of excess and
frequency coverage with Majestic. Six“of our groups have not yet renewed their excess and frequency coverage
policies and continue to be covered by the excess and frequency coverage policies from NY Marine & General until
their respective renewal dates. Under a réinsurance agreement with NY Marine & General, which was terminated as
of January 1, 2007 for new business and which we refer to as the “December 2005 NY Marine & General
Agreement, " Twin Bndges reinsures 70% of all of the coverage it provides under these policies and receives 70% of
the premiumis paid to NY Marine & General by the § groups. If those 6 groups curremly covered by NY Marine &
General obtain policies from Majestic upon their renewal in April, June or August of this year, we expect Twin
Bridges to reinsure a portion of this coverage under the quota share reinsurance agreement. Two of our groups
currently receive excess coverage from U.S. admitted insurers other than NY Marine & General and Majestic. We
do not expect that either group will obtain excess coverage from MajeSIIC in 2007, nor do we expect to reinsure a
poriion of their excess and frequency coverage. . - _

QOur reinsurance segmem accounted for approxrmately '339% of our total revenues and approxrmately 73% of
our income before taxes for the year ended December 31, 2006 and approximately 19% of our total revenues and
approxlmalely 28% of our income before taxes for the year ended December 31, 2005.

On November 14, 2006 we acqurred all of the outstandmg shares of Embarcadero, for a cash purchase price of
$46.3 million. We incurred $1.9 million of legal and consulting fees related to our acquisition of Embarcadero.
These capitalized costs were included in total purchase price of Embarcadero of $48.2 million. Our subsidiary,
CRM USA Holdings, issued $36.1 million in junior subordinated debentures to a newly formed Delaware statutory
trust subsidiary in connection with the issuance of $35 million of trust preferred securities used to partially finance
our acquisition of Embarcadero. The balance of the purchase price for Embarcadero was financed through the sale
of investments and the use of cash balances on hand of approximaiely $17 million. For the years ended
December 31, 2006, 2005 and 2004, Embarcadeéro reported revenues of $72.5 million, $77.0 million and
$75.8 million and net income of $6.7 million, $5.2 million and $4.4 million, respecuvely

Through its wholly owned subsidiary, Majestic, a U.S. admitted inSurance company organized and domiciled
in California, Embarcadero provides workers’ compensation insurance through independent insurance brokers and
agents primarily to medium and large size businesses located in California. Majestic is also licensed as an insurancé
company in 15 other states, including New York, with active operations in Alaska, Arizona, Nevada, Oregon and
Washington. In addition, Majestic has also historically provided workers’ compensation insurance under the
U.S. Longshore and Harbor Workers’ Compensation Act, or the “USL&H Act” We believe that Majestic’s
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experience in underwriting complex risks allows it to target potential accounts with attractive premlums relative to
exposure, good empioyee relations and effective risk management pollcles :

On November 16, 2006, A.M. Best upgraded Majestic from “B++” (Very Good) to “A—" (Excellent) based on
a $5 million capital contribution made by CRM USA Holdings and the financial strength of its new parent. This
upgrade should provide Majestic the ability 1o bid on business that had previousty been unavailable to it due 1o
minimum rating requ1rements by some employers and brokers. )

We believe that the addition of Majestic and its network ;of brokers will pr0v1de us with additional
opportunities in the workers’ compensation market through enab!mg our existing networks of brokers to provide
either a self-insured product through one of our existing groups or a traditional workers’ compensation policy from
us. Moreover, we betieve that we will be able to expand the membership of our existing groups through Majestic’s
network of brokers, as they will now have the opportunity to offer self-insurance through our groups. Our broker
network increased from nearly 300 to more than 400 brokers with the acquisition of Majestic.

The Workers® Compensation Insurance Market
The New York and California Group Self-Insurance Markets

The workers’ compensation insurance market has historically fluctuated with periods of low premium rates
and excess underwriting capacity resulting from increased competition, followed by periods of high premium rates
»and shortages of underwriting capacity resulting from decreased competition. We believe that these conditions,
along with poor customer service and substandard loss control and claims management, have motivated businesses
to self-insure against workers’ compensation claims. Large companies generally have the financial strength to meet
the significant statutory requirements to self-insure, or to create their own captive insurance companies to insure
these claims. Small and mid-sized companies generally lack the financial and administrative resources to do this,
and in recent years have resorted to pooling their resources through the formation of self-insured groups as a means
to obtain workers’ compensation insurance at acceptable rates and terms. CRM was formed in response to this
relatively new market demand for managets of self-insured groups.

California has undergone a period of rapid growth in the formation of new self-insured groups. From 1999 until
2006, average workers’ compensation rates increased by nearly 40% after taking into account significant average
rate decreases during the last three years. See “Business — The Workers’ Compensation Insurance Market — The
California Traditional Workers’ Compensation Market.” As a result of this overail increase, approximately
26 private self-insured groups have been formed in California since 2001 when California first authorized the
formation of private self-insured groups. Despite the effects of the rate decreases over past several months, we
believe that California workers’ compensation insurance rates remain actuarially sufficient to cover the claims and
expenses of the self-insured groups.

In contrast to the California market, self-insured groups have existed in New York since the mid-1990s and the
market is substantially more mature, with approximately 59 groups in existence. New York is in the process of
reevaluating its regulitions relating to the formation of new groups. This has led to a temporary moratorium on the
formation of new groups. This moratorium should not affect our ability to grow in New York as we-have formed
groups in all industry classes that we currently desire to target. We believe growth in our New York business will
occur as aresult of increases in the number of members in our existing groups and recently approved increases in the
rates set by the New York Workers’ Compensation Board. Following six years of relatively stable rates, the New
York Workers’ Compensation Board passed a rate increase in July 2005 averaging 5% across all industry groups.
This increase became effective in October 2003, and the rates set by the New York Workers’ Compensation Board
across the industries in which we have formed self-insured groups increased by approx1mately 8% on average
commencing in 2006. .

The California Traditional Workers’ Compensation Insurance Market

The California workers’ compensation market has been characterized by strong fluctuations during the last
decade. High competition among insurers during the 1990’s led to significant rate reductions which in turned
resulted in multiple insolvencies of insurance companies focused on the California workers’ compensation market
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and forced a large number of insurers to-withdraw from the market completely. California also increased the
benefits payable to injured workers in January 2003. In response to this negative market environment, California
regulators issued a number of decisions 1ncreasmg the advisory pure premium rates and the California legislature
enacted a series of reforms of the California workers’ compensation law which had a net effect of reducing insurer
loss costs. For example in California, workers’ compensation leglslanon intended to reduce certain costs was
enacted in Scptcmber 2003 and April 2004. Among other,things, this legislation established an independent medical
review process for resolving medical disputes, tightened standards for determining impairment ratings by applying
specific medical treatment guidelines, capped temporary total disability payments to 104 weeks from first payment
and enabled injured workers to access immediate medical caré up to $10,000 but required them to get medical care
through a metwork of doctors chosen by the employer. Recently many insurers in California have reported
significantly lower losses and loss adjustment expenses as a result of these reforms and pro-active fraud prevemioﬁ
and loss mitigation programs. Consequently, premium rates in California have fallen over the last three years. For
example, during the second quarter of 2006, the California Insurance Commission approved an overall rate decrease
of 16% for policies written after June 30, 2006. Additionally, on November 2, 2006, the California Insurance
Commissioner recommended a 9.5% decrease in workers’ compensation advisory pure premium rates for policies
commencing on or after January 1, 2007.

Competitive Strengths

We believe that we have the following competitive strengths:

* Established Operational and Financial Track Record. 'We have a well-established track record in forming,
managing and growing self-insured workers’ compensation groups, with nearly $40 million in management
fees and commission income for the year ended December 31, 2006. Since we began our group management
business in 1999, we have formed 15 self-insured groups and curremly manage 14 groups. -

 Full Runge of Services for Self-Insured Groups. We provide a full range of services 1o the groups we
manage, including gcneral management, underwriting, risk assessment and loss control, claims manage-
meént, medical bill review zmd case management services, and excess insurance.

* Traditional Workers’ Compensanon and Excess Imurance Our acquisition of Embarcadero Insurance
I-loldmgs and its subsidiary, Majestic Insurance Company, glves us the ability to offer excess insurance to the
sélf-insurance groups we manage and ensure that the groups will have access to this product regardless of
market cycles. Majestic also affords us the opportunity to diversify product offerings and geographic
locations. The availability of both traditional and self-insured products for our brokers and customers
strengthens our posmon in the markets we serve.

» Managerial Experience and Expertise. Our management team has many years of insurance industry
experience in both primary and self-insured markets. With regard to the group self-insurance industry, we
believe the experience of our senior management team provides us with a competitive advantage over new
entrants into the market due to the significant regulatory and marketing impediments involved in the
formation and management of self-insured groups.-The management team we acquired at Majestic is
seasoned, knowledgeable and disciplined in the traditional workers’ compensation insurance industry.

.* Relationships wnh General Agents and Brokers. Our business heavily. relies on our relationships with
general agents and brokers and our executives have established excellent relationships with well-screened
general agents and brokers. We also work closely with our general agents and brokers in order to develop
new groups, maintain our established groups and attract additional members to our groups. We offer general
agents and brokers competitive commissions for coverage placed by our groups and we provide training
programs to general agents and brokers in order to educate them regarding the benefits of workers
compensation self-insured groups. We believe that these strong relationships enhance our ability to atiract
and retain members of our groups and provide us with an advantage over many of our competitors.
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Strategy

.. We intend to leverage our competitive strengths to pursue profitable growth and favorable returns on equity
using the following strategies:

» Continue to Grow our Fee-Ba.sjéd ‘Business. 'Webelieve that our underwriting expertise, loss control, claims
management and audit services position us to continue the growth we have experienced in the California
self-insured market during our three-year history there. This should occur through both an increase in
‘membership in our existing groups and through an increase in the number of groups we manage. In New
York, we believe growth will result from an increase in the membership in our groups. ‘

» Use our Expanded Broker Nerwork 10’ Offer a Broader Line of Producrs With our acquisition of Majestic,
* we intend to provide both our existing broker network and Mﬂ_]BSllC s broker network with the abllny to offer
workers' compensation insurance products for self-insured groups as well as traditional workers’ com-
pensation coverage, . '
* Expaid our Reinsurance Business. By growing our fee-based business and manéging a larger premium
base pdid by the members of the self-insured groups, we will have access to a larger amount of excess:
coverage premium. Currently, we remsure a portion of the excess coverage provided to our managed groups
by Majestic, our wholly-owned subsndlary and NY Marine & General. We intend to offer excess coverage
_policies through Majestic to those groups which currently obtain their excess coverage from NY Marine &
General as those groups renew their excess coverage policies during 2007.

* Provide Traditional Workers’ Compensation Insurance through lndepende'm Insurance Brokers and A gents
to Insureds.  Our recent acquisition of Majestic allows us to offer workers’ compensation coverage (o
) msureds that prefer traditional workers’ compensation coverage or. do not meet the criteria of our existing
managed groups, but have attractive premium-to-risk profiles. Majestic’s recent upgrade of its financial
strength rating to an “A—" by A.M. Best provides a larger universe of market opportunities. We expect that
Majestic will begin to write traditional workers’ compensation coverage in New York in 2007 and we believe
that our experience with managing our groups in New York will allow us to successfully penetrate that
market.

* Diversify our Business Geographically. Prior to our acquisition of Majestic, our overall business was

concentrated in the states of New York and, to.a lesser extent, Califomia Consequently, our financial

. performance was substantially affected by changes in those workers’ compensation markets. Our acquisition

of Majestic provides us with an enhanced presence in California as well as the ability to expand our

insurance activities to a number of other states in which Majestic is licensed as an insurer. In addition, we

have identified other states that we believe could represent new, market opportunities for our self-insured
group product.

+ Expansion of our Medical Bill Review and Case Management Services. 'We have recently secured new
clients for our medical bill review and case management services and have identified and are currently
negotiating arrangements with additional prospects with which we have no pre-existing relationship, We

- also intend to offer our management services on an integrated basis to individual self-insured entities. We
betieve that offering our management services to self-insured entities requires the same analysis as offering
our services to self-insured groups and does not involve any different risks or uncertainties than are
applicable to our existing management services business.

» New Business Lines. We intend to‘explore developing and offering non-workers’ compensation property
and casualty insurance products to carefully selected members of the groups we manage and other insureds
outside of our groups. If we develop and offer these product:, we expect to underwrite this i insurance through
Majestic. We believe that our ability to offer these additional insurance products to members of our groups
will enable us to compete more effectively with commercial insurers that provide property, and casualty
insurance products together with workers’ compensation insurance as a comprehensive package. Further, if
we ultimately develop and offer these insurance products, Twin Bridges may reinsure a portion of these risks:
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Our Organization and IPO Restructuring

CRM Holdings is a Bermuda exempted holding company incorporated in September 2005. Our principal
executive offices are tocated at the Perry Building. 40 Church Street, Hamilton, Bermuda HM 12, and our telephone
number is (441) 295-6689. The headquarters of our U.S. subsidiaries is located at the offices of CRM at
112 Delafield Street, Poughkeepsie, NY 12601, and the telephone number is (845) 452-4100,

We conduct our operations principally through the following subsidiaries domiciled in Bermuda and the
United States: '

+ CRM is alimited liability company organized under the laws of New York. Since 1999, CRM has provided
management and other services to groups in New York and since October 2003 has assisted CRM CA in
providing its management services; ‘

» CRM CA is a limited lability company organized under the laws of California. Since October 2003, CRM
CA has provided management services to groups in California; ’

» Twin Bridges is a Bermuda exempted class 3 insurance company, incorporated in 2003, which reinsures a
portion of the excess coverage provided to a significant majority of the groups that CRM and CRM CA
manage,

« Eimar is a limited liability company organized under the laws of New York. Since 2002, Eimar has
provided medical bill review and case management services to our groups in New York and California; and

» Majestic is a corporation organized under the laws of California. We acquired Majestic on November 14,
2006. Since 1991, Majestic has provided workers’ compensation insurance coverage through independent
brokers to employers.

Immediately prior to the closing of our initial public offering, the former owners of CRM and Eimar
contributed all of their interests in CRM and Eimar to our wholly owned subsidiary, CRM USA Holdings, which
holds all of the outstanding interests in our U.S. subsidiaries. In exchange, the former owners of CRM and Eimar
received shares issued by CRM USA Holdings and then contributed their CRM USA Holdings shares to CRM
Holdings in exchange for 6,372,425 of our common shares. CRM then distributed its interests in CRM CA to CRM
USA Holdings and CRM, CRM CA and Eimar elected to be taxed as corporations. In addition, immédiate]y prior to
our initial public offering, the former owners of Twin Bridges contributed all of their shares in Twin Bridges to CRM
Holdings in exchange for 3,874,690 of our common shares. We refer to these transactions in this annual report as the
“restructuring.” The former owners of CRM, Eimar and Twin Bridges ultimately received a total 0f9.457,115 of our
common shares and 790,000 of our Class B shares in exchange for their interests in CRM (including its subsidiary,
CRM CA), Eimar and Twin Bridges.

Our Business Segments

We have historically operated in three business segments: fee-based management services, reinsurance and
corporate and other. Through CRM, CRM CA and Eimar, we provide management and other services to workers’
compensation self-insured groups in New York, California and Texas. Through Twin Bridges, we reinsure a portion
of the excess coverage obtained by the self-insured groups that we manage. Our corporate and other segment
contains excess capital not allocated to the business segments, debt and related interest expense related to all of the
Company’s debt obligations and expenses associated with being a public company. The revenues, net income and
assets of each of these three segments for and as of the three years ended December 31, 2006, 2005 and 2004 are set
forth in the notes to our financial statements included elsewhere in this annual report.

After our acquisition of Embarcadero in November 2006, we began operating in a fourth business segment:
primary insurance. Embarcadero’s assets, liabilities and results of operations are included in the Company’s results
beginning November 14, 2006.




Our Fee-Based Management Services Segment . ‘ .

Overview. In 1999, we began our business in New York of forming, managing and cperating wofkefs'
compensation self-insured groups and presently manage eight groups in New York. We expanded our business to
California in 2003 and currently manage five groups there. Each of the groups we manage is made up of members
from within a single industry. Members of our current groups are engaged in the following industries:

= Healthcare — We manage’ groups in New York and California that provide workers compeneauon insur-
" ance to nursing homes hospitals dnd phyﬂcmn groups.

» Contractors — We manage groups in New York and California that provide workers’ compensation
insurance to artisan contractors, including carpenters, masons, plumbers, electricians and those in other
skilled trades. ‘

* Transportation — We manage a group in New York that provides workers’ compensation insurance to
companies engaged in highway-borne transportation, including local package delivery, bulk hauling of
-industrial commaodities, milk hauling and for-hire limousine services,

* Wholesale/Retail — We manage a group in New York that pmvides workers” compensation insurarice to
companies engaged in local and regional retail grocery sales and entities involved prlmanly in the
distribution of food products.

» Auto Dealers — We manage a group in California that provides workers’ compensation insurance to new
vehicle franchise auto dealerships,

* Banks — We manage a group in California that provides workers’ compensation insurance to banks.
* Wineries — We manage a group in California that provides workers’ compensation insurance to wineries.

We expect to form additional groups in California and possibly other states, focusing on these industries. We
alsc have formed self-insured groups with smaller operations in New York to prov:de workers’” compensation
insurance to the following industries:

* real estate management, including janitorial, building maintenance and management services;
= cemeteries;
* public entities, including cities, towns, villages and school districts; and

» manufacturing companies, which includes machine shops, injection molding and metal fabrication
establishments. . : .

On December 1, 2006, we established a small group in Texas to offer self-insured workers’ compensation
coverage to the prlmmg and publmhmg industry. Texas recently passed legislation permitting the formation of self-
insurance groups.

In addition, effective as of January 1, 2007, the Plastic Manufacturers Self Insurance Program, Inc., or PMSIP,
our California group which provided workers’ compensation insurance to plastics manufacturers, ceased operations
and disbanded. PMSIP’s board of trustees made the determination to disband due in large part as a result of its
conclusion that declines in the California plastics manufacturing industry make prospects for future growth in the
self-insured group less certain. For the year ended December 31, 2006, PMSIP accounted for $467 thousand or 1%
of our management fee income and $438 thousand or 2% of our total reinsurance premiums eamed. As of January 1,
2007, we provided workers’ compensation insurance to 13 of the 21 former members of PMSIP through Majestic.

We provide the groups with a broad range of services, including general management, underwriting, risk
assessment, medical bill review and case management, general recordkeeping and regulatory compliance. We
provide safety and loss control services to group members to help reduce workers’ compensation risks and
expenses. In New York, the fees we receive from all but one of our groups are based on a percentage of the workers’
compensation rates set by the New York Workers” Compensation Board that are attributable to the members of the
groups we manage, and our fees include fees for claims management services. With respect to our groups in
California and Texas and one of our groups in New York, our fees are based on a percentage of the premiums paid to
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the groups we manage by their members. Our groups in California pay the fees for claims management services
directly to third party administrators while our fees in Texas include fees for claims management services. In
addition, in all three states, we receive fees on a fee-for-service basis for medical bill review and case management
services. We also receive commission income from U.S. admitted insurers for placing the excess coverage which the
groups are required to obtain and from ipsurers for placing the requnred surety bonds for the groups we manage.

A significant amount of our existing business is dependent on a relatively small number of our managed
groups. The Healthcare Industry Trust of New York (“HITNY") provided approximately 23%, 27% and 38% of our
revenues from fee-based management services for the years ended December 31, 2006, 2005 and 2004 respectively.
Risks relating to the underfunded status of HITNY are described under “Risk Factors — Two of our groups,
including HITNY, our largest group, are significantly underfunded”. Three other groups, Elite Contractors Trust of
New York, Contractors Access Program of California and Transportation Industry Workers’ Compensation Trust of -
New York, provided approximately 19%, 17% and 13%, respectively, of our revenues from fee-based management
services for the year ended December 31, 2006.

We recently began to offer our comprehensive range of management services on an integrated basis to
individual entities, such as hospitals, nursing homes and manufacturers, which are large enough and have sufficient
financial resources to self-insure against workers’ compensation claims: These entities may not have the admin-
istrative structure to support a self-insurance program and may require a third party to administer the program for
them. We believe that offering our management services to these entities requires the same underwriting and other
evaluations as offering our management services to our self-insured groups. Furthermore, we do not believe that
providing our management services on an integrated basis to an individual self-insured entity involves any
materially or significantly different risks or uncertainties than are applicable to our existing management services
business.

Production of Business. Al of our group management business is generated by general agents and brokers,
who receive a commission usually equal to a percentage of gross premiums the groups charge their members. These
commissions are generally uniform based on the industry and group involved. As of December 31, 2006, we had
relationships with approximately 201 general agents and brokers in New York and approximately 119 general
agents and brokers in California. As of December 31, 2006, approximately 76% of the aggregate annualized
premiums paid or attributable to the groups we manage was derived from members referred to our groups by
approximately 20% of our general agents and brokers. We carefully screen the general agents and brokers with
whom we do business. No general agent or broker produces more than 10% of the business underwritten by the
groups that we manage based on the aggregate annualized premiums paid or attributable to the groups we manage.
Qur management and underwriting officers generally have excellent relationships with these general agents and
brokers and both value and place a strong emphasis on maintaining these relationships. We offer brokers and general
agents competitive commissions for coverage placed by our groups and we provide training programs to brokers
and general agents in order to educate them regarding the benefits of workers’ compensation self-insured groups.
We believe that these strong relationships enhance our ability to attract and retain members of our groups and
provide us with an advantage over many of our competitors.

Undemrmng Our management services include a determination of the appropriate level of premium for
each member of a group. Our underwriting department achieves this by adjusting base premium rates based on:

» the historical modification factor applicable to the member;
» the member’s loss history for the past three years; and
» our loss contro! and risk assessment of the member.

By individually analyzing the appropnale premium for each member of a group, we distinguish ourselves from
other self-insurance services that typically maintain common pncmg among group members. Our underwriting
department attempts to determine premiums that are sufficient to cover the expected losses and loss ‘adjustment
expenses and fixed costs of the groups we manage.

Risk Assessment and Loss Control Services. We have structurecl our risk assessment and loss control services
to provide high level, customized service to the members of each group. Our services include on-site assessments of
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safety issues for all members, annual service plans, compliance reviews and safety score card and training programs
to assess development. Our model focuses on employee training and behavior modification in an effort to minimize
losses on a prospective basis. We believe that the industry practice involves inspection- -based loss control on a
reactive basis.

Unlike many.of our competitors in the insurance industry, all risk assessment and loss control services are
performed by our employees and no independent contractors are used. Nearly all of our loss control employees have
met a minimum educational requiremeat of a bachelor’s degree or better, and each possesses one or more of three
nationally recognized professional accreditations and has a minimumn of five years of multi-line carrier loss control
experience. We provide each group with a dedicated service consultant, which gives us greater conirol of the work
product. We do not provide risk assessment and loss control services based on premium size, and we do not bill any
members of a group separately for these services. Instead, we allocate our service resources based on need for
improvement, not premium size. By targeting the accounts that need professicnal assistance the most, our loss .
control function improves the overall quality of the business by reducing ‘the aggregate number of workers’
compensation claims made by the members of our managed groups. The loss control personnel also address
workplace safety issues by identifying and correcting the behavior or condition that resulted in a claim. Qur risk
assessment and loss control services are training-intensive, personal and seek to ensure accountability for
workplace safety among all levels of the member’s management structure.

Claims Management and Grbup Reserving.  Our claims management services involve the administration and
managenient of a claim from the time it is brought to our attention until the claim is finally settled. We perform these
services for our New York and Texas groups, but do not perform claims services forour California groups because
California law prohibits self-insured group managers from providing claims management services. We have
established procedures to record reported insurance claims, regardless of size, in a claims database upon receipt of
notice of the claim. We attempt to make contact with the injured worker, treating physician and employer within
24 hours after receiving a claim. This focus on timely reporting and follow up allows us to mitigate claims and loss
adjustment expenses and ldenttfy potential fraud We periodically update our databaqe for any developments
affecting a claim. -

Our claims personnel divide claims into three categories: claims involving only medical expenses, claims
involving medical expenses and up to an estimated 16 weeks of disability and claims involving medical expenses
and longer periods of disability. The more serious claims are allocated to more senior employees who typically have
a lighter case load, These teams investigate, evaluate and monitor the claims and each claim is reviewed at least once
every 30 days. We employ a number of resolution adjustors whose sole job is to resolve these claims and obtain any
approval required by the workers’ compensation group board, As a potential insurance claim develops, the claims
teams will draw on all available resources to manage and settle the claim. Y

As required by California law, our California groups retain an independent claims handling company. Four of
our California groups currently retain Matrix Absence Management, Inc., a subsidiary of Delphi Financial Group,
Inc., to perform these services under a contract negotiated between Matrix and each group. The fifth group we
manage in California has retained Tristar Risk Management to perform these services. However, we retain claims
settlement authority, establish loss reserves and review the work performed by Matrix and Tristar on a regular basis.

" We use our claims database as an electronic workflow management tool for loss adjustmént, coverage issues
and litigation and to provide each group and its board with claims and loss information and to establish claims
reserves for each group. These reserves are reviewed each year in the course of the independent audit performed for
each group. [n addition, the New York groups are subject to review by the New York Workers’ Compensation Board,
the groups in California are subject to'review by the California Department of Industrial Relations and the group in
Texas is subject to review by the Texas Department of Insurance.

I
1

Medical Bill Review and Case Management.. In 2002 we expanded our fee-based management services 1o
include medical bill review and case management services.

9




The services include:

* « Medical Bill Review, This service reviews medical bills, reconciles them to the appropriate state fee
schedule and subsequemly reduces them to the allowable amount of payment. We attempt to be competitive
by providing superior turn-around time and a quality review process which produces relatively few errors.

 Independent Medical Examinations. This service provides for the scheduling of independent medical
examinations for verification of the medical diagnosis and treatment plan for injured workers. We believe
that this service is very competitive because we have assembled a high-quality physician network to provide
the members of our groups with gbjective medical opinions. .

» Medical Case Management/Utilization Review. Through this service we supplement our claims manage-
ment services by hiring registered nurses to coordinate communication among claims adjusters, treating
physicians and injured workers. -

_ Currently, nearly all of the income we receive for these services is attributable to our self-insured groups. Qur
business strategy includes offering these services to large self-insured entities, insurance companies, self-insured
groups and others that require these services. We have secured seven new clients for these services and continue to
identify and negotiate arrangements with additional prospects with which we have no pre-existing relationship.

Brokerage Services for the Groups.  Self-insured groups are requiréd to purchase excess workers’ compen-
sation coverage above certain levels established by state law or regulation or by administrative determination, We
act as a broker and place this excess insurance coverage and any required surety bonds for the groups for which we
earn commissions. The gross premiumms for excess coverage for the groups we manage and our nel reinsurance
premiums for reinsuring a portion of this excess coverage have increased since Twin Bridges began business in
December 2003. Gross premiums for excess coverage placed during any period is the aggregate amount of
premiums for excess coverage insurance that the groups we manage will pay under the excess coverage policies
written during that period. Qur management regards the changes in these amounts as a meaningful indicator of our
expected net reinsurance premiums and commission income in the future. -

U.S. admitted insurers generally pay commissions to CRM and CRM CA for any coverage placed with such
U.S. admitted insurers equal to 10% of gross premiums, ’

Our Primary Insurance Segment

Overview. Our recently acquired insurance subsidiary, Majestic, provides workers’ compensation insurance
solutions through independent insurance brokers and agents to medium and large size businesses primarily in
California. Majestic has also historically provided workers’ compensation insurance under the USL&H Act.
Majestic is currently licensed to underwrite insurance in the following 16 jurisdictions: Alaska, Arizona, California,
Florida, Hawaii, Idaho, Illinois, Montana, Nevada, New Jersey, New Mexico, New York, Oregon, Utah, Virginia
and Washington. Majestic is also licensed to underwrite USL&H insurance in all federal districts. The California
workers' compensation market accounted for more than 92%, 92% and 95% of Majestic’s direct written premiums
for the years ended December 31, 2006, 2005 and 2004, respectively. Within the California market, Majestic
currently provides workers’ compensation coverage to employers in the following industries: construction,
healthcare, manufacturing, retail trade and services.

In addition to providing us with the potential to expand our reinsurance business, the acquisition provides us
with the opportunity to offer workers’ compensation coverage to insureds that may prefer traditional workers’
compensation products or that do not meet the criteria of our existing managed groups, but have attractive
premium-to-risk profiles. The acquisition also provides us with an enhanced presence in California as well as the
ability to expand our insurance activities to the other states in which Majestic is licensed as an msurer

Production of Business. Majestic currently maintains a marketing presence in California, Alaska, Arizona,
Nevada and Washington and policies are currently .placed through approximately 90 independent brokers. In
evaluating our broker relationships in our primary insurance business segment, we give strong consideration to the
business segments in which a broker operates and we are careful to limit the geographic overlap of our brokers. We
also monitor premium and account loss activity on a monthly basis. We also conduct an annual review of-all of our
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brokers on the basis of production and loss results, Approximately, 10% of Majestic’s general ‘agents and brokers
produced approximately 46.1% of its premiums in-force as of December 31, 2006, .

Underwriting and Pricing.  Our primary insurance business segment seeks to underwrite individual risks as
opposed to focusing on a specific’ group of industries. We seek to identify businesses with, among other things,
above average wage and benefit levels, below average employee turnover, low claims frequency and existing loss
control and return-to-work programs.

We offer three types of workers’ compensation insurance products and services:

* Guaranteed Cost Plans. These plans are fixed-cost insurance products in which the policy’s premium
charges do not vary as a result of the loss experience of the insured. Premiums are developed by:

= Applying the applicable indusiry rate to the policyholder’s aggregate payroll;
+ Adjusting for the historical modification factor applicable to the policyholder;
* Making further adjustments based on the policyholder’s loss history; and

* Adjusting for our premium/discount factors based on considerations such as the insured’s safety record,
length of time in business and other underwriting metrics.

* Risk-Sharing Products.  Our risk-sharing products generally consist of retrospective rate plans and large
deductible plans. With retrospective rate plans, our premiums are adjusted based upon the actual loss
experience of the policyholder during the pelicy period. The policyholder will receive returned premium if
the actual loss experience is lower than expected or pay additional premium if the actual loss experience is
higher than expected. With respect to large deductible plans, we provide claims handling, risk control and
other administrative services; however, we only pay policyholder claims in excess of a significant
deductible. The deductible level is typically intended to cover a large majority of estimated losses.

* Loss Mirigation Program. This program is subscribed for by a policyholder in conjunction with its
workers’ compensation coverage. The program, which we refer to as the “HealthCare Organizational Plan,”
is designed to provide employers with better control of workers’ compensation losses while ensuring long-
term quality treatment. The plan is designed to return injured workers to work faster, close claims sooner and
reduce associated litigation.

Risk Assessment and Loss Control Services. 'We place a strong emphasis on our loss control function as an
integral part of the underwriting process as well as a competitive differentiator. Our loss control department delivers
risk level evaluations to our underwriters with respect to the degree of an employer’s management commitment to
safety and acts as a resource for our customers to support the promotion of a safe workplace. Our loss control staff
has extensive experience developed from years of servicing our core industries. Majestic’s loss control staff
consisted of 6 employees as of December 31, 2006, averaging 13 years of experience in the industry, We believe that
this experience benefits us by allowing us to serve our customers more efficiently and effectively. Specifically, our
loss control staft evaluates each prospective customer’s safety program elements and key loss control measures,
supported with explanations in an internal report to the appropriate underwriter. Majestic’s loss control staff
develops detailed policyholder service plans outlining corrective actions needed to address potentially hazardous
conditions or safety program deficiencies and proactively monitors policyholder actions to ensure compliance.

Claims Management. Majestic’s claims management services involve the administration and management
of a claim from the time it is brought to our atteation until the claim is finally settled. We have established
procedures to record reported insurance claims, regardless of size, in a claims database upon receipt of notice of the
claim. We attempt to make contact with the injured worker, treating physician and employer within 24 hours after
receiving a claim. This focus on timely reporting and follow-up allows us to mitigate claims and loss adjustment
expenses and identify potential fraud. Majestic periodically updates its database for any developments affectmg a
claim. :

Majestic has claims staff located in three California locations: San Francisco, Long Beach and San Diego as .

well as Seattle, Washington. We also utilize a third party administrator in Las Vegas, Nevada. The claims staff is

experienced in the markets in which we compete. As of December 31, 2006, Majestic had a total of 32 employees in
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its, claims department, including 25 claims managers; examiners and representatives and 7 support-level staff
members. The claims managers.and examiners average 16 years of experience in the insurance industry and more
than 15 years of experience with workers’ compensation coverage. In addition, in-house claims examiners maintain
manageable work loads so they can'more fully investigate-individual ¢laims, wnth each claims examiner handling,
on average, 118 cases at one time, as of December 31 2006. : :

Reinsurance. . Majestic purchases reinsurance to reduce its net liability on individual risks and to protect
against possible catastrophes. Reinsurance does not legatly discharge the ceding insurer from primary liability for
the full amount due under the reinsured policies. However, the assuming reinsurer is obligated to indémnify the
ceding company to the extent,of the coverage ceded. To reduce our risk of the possibility of a reinsurer becoming
unable to fulfill its obligations under the reinsurance contracts, we attempt, to select financiatly strong reinsurers
with an A.M. Best rating of “A—"" (Excellent) or better and continue to evaluate their financial condition and
monitor various credit risks to minimize our exposure to losses from reinsurer insolvencies. Majestic currently
participates in an excess of loss coverage program. Under an excess of loss coverage program, the reinsurer
reimburses the ceding company for losses and loss adjustment expenses over a specified doliar amount up to an
agreed limit per occurrence. Majestic’s excess of loss coverage provides reinsurance for occurrences of loss that
exceed $600,000 but are,less than $50 mllllon Majestic retains liability for any amounts of losses and loss
adjustment expenses that exceed $50 million up fo the apphcab]e statutory limit. Ma_]BSIlC § current agreements for
workers’ compensation excess of loss reinsurance explre ot June 30, 2007. Currently, 10 reinsurers participate in
Majestic’s excess of loss program and the program is led by Hannover Re with sub-pamcnpauon through Lloyd’s of
Loondon and others. .’ . : —

Prior to December 31, 2005, Majestic also had a proportional reinsurance agréement with Hannover Re. The
proportional reinsurance agreement was a variable 0%-40% quota share contract that covered the first $350 000 of
losses and loss adjustment expenses from any xmgle occurrence. The proportional reinsurance agreement allowed
Majesnc to change the pomon of liability ceded to Hannover Re from anywhere between 0% and 40% ona monthly
basis and cede the same percentage of earned premlums ‘and incurred losses to Hannover Re.

The followmg table is a summdry of Majestic’s s ten large%l relmur.mee recoverab]e balances by remsurer as of
December 31, 2006

, : Net Amount
Recoverable as of AM Best Rating
Reinsurer : December 31, 2006 of Reinsurer
_ (in thousands)
HannoiferRKNS..'.."...:'_I..:.........'....'.._..'...'.._..'.' $21,157 A
Dorinco Reinsurance Co. , [\ .. ... e '.' ..... . N ' ‘ 12,403 . CA- .
The,St. Paul Fire & Marine lnqurance Co. .o .. PP 1,559 A+
Lloyd’s Underwriters . . ....... e e e - L4 A
Aspen Insurance UK'Ltd. ... ... ... e S AR 959 A
Lloyd's of London — DP Mann Ltd. ... ...... e e 939 - - A
 Continental Casuaity Company . - . AN e 906 A
" Lloyd’s of London — Wellington .. ........ S PETT— 866 A
National Union Fire Insurance Co. of. Plttqburgh PA . R ' 768 . A+
Lloyd’s ot London — Atnum Underwmer.s ................. 654 A

Reserves Jor Losses and Loss Adjusrmcm Expen ses.  Our primary insurance subSIdlary Majestlc is required
to establish reserves for losses and loss adjustment expenses (;‘loss reserves™) under applicable insurance laws and
regulations and U.S. generally accepted accounting principles. These loss reserves are balance sheet liabilities
representing estimates of future amounts required to pay losses and loss adjustment expenses for claims that have
occurred-at or before the balance sheet date and reported to us or incurred but not yet reporied to us.

Loss reserves do not represent an exact calculation of liability, but instead represent management estimates,
generally utilizing actuarial expertise and projection techniques, at a given accounting date. Several factors
" contribute to the uncertainty in establishing these estimates. Judgment is required in actuarial estimation to
ascertain the relevance of historical payment and claim settlement patterns under current facts and circumstances.
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Key assumptions in the estimation process are the average cost of claims over time, which is referred to as severity
trends, including the. increasing level of medical, legal and rehabilitation costs, frequency risks, fluctuations in
inﬂation prevailing economic, social and judicial trends, legislative changes, third party claims handling proce-
dures and costs associated with fraud or other abuses;of the medical claim process. In addition, there may be a
significant delay between the.occurrence of the insured event and the time it is actually reported 10 us. This' tune
. period between the occurrence date and payment date, of a loss.is referred to as the “claim-tail.” Work_e‘r.s.
compensation claims are generally considered to have long claim-tails, occasionally extending for decades, which
adds greater uncertainty to determining the ultimate liability. Reserves for losses and loss adjustment expenses are
estimates and aré inherently uncertam they do not and cannot represent an exact measurée of hablllty

Loss reserves fall, into two categories: (1) “case reserves” and (2) reseryes for * 1pcurred-.but—not~repor:ted.’?'
When losses are reported to us, Majestic establishes, individually, a “case reserve” for the estimated amount of its
ultimate settlement and its estimated loss adjustment expenses, Case reserves are established for reported losses and
loss adjustment expenses associated with a specific reported insured claim They are established based upon the
amount of claims reported and may subsequently, be supplemented or reduced, as Majestic’s claims department
deems necessary. In addition to our case reserves, at the end of any calendar period, there are a number of claims that
have not yet been reported buy will arise out of accidents that have already occurred. These are referred to in the
insurance industry as “incurred-but-not-reported,” or IBNR. Majestic’s independent actuary estimates and estabs
lishes our IBNR reserves for loss amounts, including expected development of reported claims. These IBNR
reserves include estimated loss adJustment expenses. The actuary calculates IBNR reserves by using generally
accepted actuarial techniques, relying on the most recent information available, including pricing information,
industry information and our historical losses and expensés and revises these reserves for losses and Joss adjustment
expenses as additional mformatlon becomes avaﬂable and as clalms are reported and paid. s :

' ¢ . \ ot . ! Coree

Our mdependent actuaries produce a pomt estimate for Majestlc s loss reserves using the results of vanous
methods of estimation. However, these various methods do not produce separate point estimates, Majestic’s
actuaries prepare reserve estimates using ‘[\/lajestic’s own historical claims data and based upon many of the
common actuarial methodologies for estimating .loss- reserves, such as paid development methods, incurred
development methods, Bornhutter-Ferguson indications and claim count methods, which Majestic’s actuaries
use to determine reserve estimates for all accident years. The actuarial point estimate is based on a selection of the
results of these various methods depending upon the age of the occurrence, the geographic state of the injury and the
line of business (traditional workers’ compensation versus USL&H), Majestic’s independent actuary has histor-
ically assigned a 5% materiality factor below the point estimate and a 10% materiality -factor above the poirit
estimate. If Majestic’s reserves as reflected on'Majestic’s balance sheet are within this range, the mdependent
actuary considers Majestlc s estlmate to be reasonable and issues an oplmon to this effecl -

In order to ref' ine our loss reserve e%tlmates, we analyze Majestrc ) clzum% data usmg actuarlally acceptable
methods of predrctmg future liabilities-based upon historical results, These methods look at historical paid losses at
various points in time, claim counts and average costs of incurred losses, counts and average values of unpaid losses
as well as variations of such techniques. Estimates of ultimate claims liability for each accident year are derived
using such techniques and Majestic adjusts the ultimate estimated claims liability for prior accident years during the
year; only-to the'extent that there is enough overall evidence that a material'change has' occurred that would resultin
a matenal change in its prior year—end éstimate of ultimate claims l:abtllty ' ’ ot

In addition, for the most current accident year Majestic uses a loss ratio method that starts w1th the projected
loss ratios for each line of business, estimated from the prior accident year, adjusted for projected wage inflation;
loss cost inflation, and pricing adjustments. This adjusted loss ratio is applied to the earned premium for the current
accident year to derive the ultimate estimated claims liability for the current accident year which becomes one of the
components of the overall estimated .claims liability reflected on our balance sheet. Majestic’s estimate of the
ultimate claims liability for.the current accident year is reviewed quarterly and is adjusted throughout the current
year whenever there is enough gverall evidence that one or more of the assumptions used to estimate the ultimate
liability for the current accident year have changed such as to materially impact the total estimated ultimate liability
for claims reported on Majestic’s balance sheet. Additional factors that influence the incurred losses and loss
adjustment expenses for a given period include the number of exposures covered in the current year, trends in the
frequency and severity of claims, or changes in the cost of adjusting claims.

3
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At the end of each accident year, we have Majéstic’s independent third party actuary conduct a complete
analysis of the claims data and provide us with a report indicating whether our estimate of the reserves for losses and
loss adjustment expenses as reported on the balance sheet is a reasonable estimate of Majestic’s ultimate liability.
The actuarial techniques employed by the independent actuary recognize, among other factors: Majestic’s claims
experience, the industry’s claims experience, historical trends in reserving patterns and loss payments, the impact of
claim inflation, the pending level of unpaid claims, the legislative reforms affecting workers’ compensation, and the
environment in which insurance companies operate. ' '

Although many factors influence the actual cost of ¢laims and the corresponding unpaid losses and loss
adjustment expenses estimates, Majestic does not measure and estimate values for all of these variables individ-
ually. This is due to the fact that many of the factors that are known to impact the cost of claims cannot be measured
directly. This is the case for the impact on claim costs due to economic inflation; coverage interpretations and jury
determinations. In most instances, Majestic relies on historical experience or industry information to estimate
values for the variables that are explicitly used in the unpaid loss and loss adjustment expenses analysis. We assume
that the historical effect of these unmeasured factors, which is embedded in Majestic’s experience or industry
experience, is representative of future effects of these factors. In the event that Majestic' has reason to expect a
change in the effect of one of these factors, Majestic performs analyses to quantify the necessary adjustments. It is
important to note that actual claims costs will vary from Majestic’s estimate of ultimate claim costs, perhaps by
substantial amounts, die to the inherent variability of the business written, the potentially significant claim
settlement lags and the fact that not all events affecting future claim ‘costs can be estimated.

Using techniques similar to those described above, Majestic also estimates reductions in claims liabilities as a
result of reinsurance receivables and amounts recoverable through subrogation. Majestic’s reinsurance program, in
particular, significantly influences the level of net retained losses. Under Majestic’s reinsurance program, the
reinsurers assume a portion of the loss and loss adjustment expenses incurred'in excess of certain loss thresholds.
Receivables from reinsurers are a function of estimated loss reserveés and are therefore subject to similar
uncertainties. In addition, reinsurance recoverables may ultimately prove to be uncollectible if the reinsurer is
unable to perform under the contract. Reinsurance contracts do not relieve Majéstic of its obligations to its
policyholders. ' : '

Majestic’s total unpaid losses and loss adjustment expenses as of December 31, 2006, net of reinsurance
receivables and subrogation recoveries, were $113.0 million. This amount is expected to cover all future losses and
loss adjustment expense payments for all claims that are known by Majestic as of December 31, 2006, as well as
claims where the injury has occurred but the claim has not been reported. As of December 31, 2006, Majestic had
2,167 open claims. Accordingly, Majestic had an average of $51,805 in unpaid losses and loss adjustment expenses,
net of reinsurance and subrogation, per open claim as of December 31, 2006. To the extent that this average proves
to be inadequate, we will experience unexpected increases in the unpaid losses and loss adjustment expenses and a
corresponding reduction in income in future periods. To the extent this average is overstated, we will have redundant
unpaid 1osses and loss adjustment expense amounts Tesulting in additional income in future periods.

As discussed above, there are a number of variables that can impact the average unpaid losses and loss
adjustment expenses per claim and, subsequently, the adequacy of Majestic’s reserves for losses and loss adjustment
expenses, including trends in the frequency and severity of claims, changes in the legal environment, claim

“inflation, the cost of claim settlements, and legislative reforms. These items can influence the adequacy of
Majestic’s reserves for losses and loss adjustment expenses individually or in combination. While the actuarial
methods employed factor in amounts for these circumstances, they may prove to be inadequate. For example, there
may be a number of claims where the unpaid loss and loss adjustment expenses associated with future medical
treatment proves to be inadequate because the injured worker does not respond to medical treatment as expected by
the claims examiner. Another example is claim inflation, which can result from medical cost inflation or wage
inflation. The actuarial methods employed include an amount for claim inflation based on historical experience. We
assume that the historical effect of this factor, which is embedded in Majestic’s experience or industry experience, is
representative of future effects for claim inflation. To the extent that the historical factors, and the actuarial methods
utilized, are inadequate to recognize future inflationary trends, Majestic’s reserve for losses and loss adjustment
expenses may be inadequate. The amount-of any such inadequacy would depend on the mix of medical and
indemnity payments and the length of time until the claims are paid.
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The following table provides a reconciliation of Majestic’s beginning and ending reserve balances, net-of -
" reinsurance receivables, for the years ended December 31, 2006, 2005 and 2004, to the gross-of-reinsurance
amounts reported in Majestic’s balance sheets as of December 31 2006, 2005 and 2004:

T Co ’ As of and for the Year Ended
. . . . . . . December 31, o
. . 3006 2005 2004 .,
s . ' \ ‘ . {In thousands) .
Gross balance at January. 1. . ... . i i $140,583.  $142,250  §128,370
Loss remsurance recoverable . ........ ... e e . (35,588) (43 931) (40,757)
Net balance at January 1 ......o..coioiiionio ... L. 104995 93319 87,613
Fair vatue adjustment of loss reserves . ... ............... .t (6,156)
Fair value adjustment of reinsurance recoverable. . ...... . ... . 6,861
Total fair value adjustment . . . ........... ... ... ... ... S 705
Incurred related to: ‘
Current year. . ... ... S e o0 4B160 44,039 43,714
" Prior years . .. ... e e e e {6,551) - 897 6,420
Total incurred . .......... TR e 41609 © 44936 50,134
Paid related to: ‘ _ : ' h o
Current year. . .. R kR T IFII aeee PR : - .'(8,773) (7,§33) (7.,550)
PrHOr years . . . ..o e e e {25,569) . 30,727y . (31,878)
Total paid ........... DA e e (34,342)  (38,260)  (39,428)
Net balance at December 31............ P 112,967 104,995 08,319
Plus reinsurance recoverable . ... ... .. L. oL . 28,913 35,588 43931
Gross balance — December 31 . ... ... $141,880 ~ $140,583 $I42,2§0

Majestic recorded a $6.6 million decrease for the full year 2006, and $897 thousand and $6.4 million increases
in its reserve for losses and loss adjustment expenses relating to prior accident years in 2005 and 2004, respectively.
The favorable development in 2006 was predominantly from accident year 2005, where reported indemnity claims
and average cost per claim “developed” better than expected. As Majestic receives new information and updates in
its assumptions over time regarding the ultimate liabilities, its loss reserves may prove to be inadequate to cover its
actual losses or they may prove to exceed the ultimate amount of its actual losses, The amount by which estimated
losses, measured subsequently by reference to payments and additional estimates, differ from those originally
reported for a period is know as “development” in the insurance industry. Development is favorable when losses
ultimately settle for less than the amount reserved or subsequent estimates indicate a basis for reducing loss reserves
on open claims. Development is unfavorable when losses ultimately settle for more than the levels at which they
were reserved or subsequent estimates indicate a basis for reserve increases on open claims.

This is the second consecutive year Majestic has recorded sizable.favorable loss development on the most
recent accident year. We believe this favorable development is due to the legislative reforms implemented in
California in 2003 and 2004, which have significantly reduced losses per payroll. The increase in Majestic’s reserve
for losses and loss adjustment expenses related to prior years in the amount of $897 thousand in 2005 included a
favorable loss development from the accident year 2004 which was exceeded by loss reserve strengthening related
to other prior accident years, This favorable development relating to the 2004 accident year is also attributable to the
2003 and 2004 California legislative reforms. We believe that the reforms were effective in reducing certain medical
costs and provided the needed credibility to favorably adjust reserves for the accident year 2004,

Approximately 50% of the $6.4 million of the increase in its reserve for losses and loss adjustment expenses

relating to prior accident years in 2004 was related to Majestic’s USL&H business, a significant portion of which -

related to a previously affiliated USL&H policyholder which is no longer insured by Majestic, The remaining 50%
of the increase was primarily due to higher medical costs in the California market prior to the implementation of the
California Workers’ Compensation reforms. Majestic was ultimately able to recover the majority of these increases
through its risk-sharing products,
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Analysis of Loss ‘and*Loss Adjustment. Expensés Reserve Development. The table on page- 17 shows the
development of Majestic’s resérve for losses and loss adjustmenit expenses, net of reinsurance, for years ended
December 31, 1996 through 2006. The data in the table is presented in accordance with reporting requirements of
the Securities and Exchange Commission (SEC). Care must be taken to avoid misinterpretation by those unfamiliar
with this information or familiar with other data commonly reported by the insurance industry. The accompanying
data is not accident year data, but rarher a display of 1996 to 2006 year-end reserves and the subsequent changes in
those reserves. The accompanying data does not include the GAAP fair value purchase accounting adjustments that
reduced loss reserves and reinsurance recoverables by $6.2 million and $6.9 million, respectively.’

Section A of the table shows the estimated liability for losses and loss adjustment expenses, net of feinsurance,
recorded at the balance sheet date for each of the indicated years for all current and prior accident years. This
liability represents the estimated amount of losses and loss adjustment expenses for'claims arising for all years that
are unpaid at the balance sheet date, including losses that have been.incurred but not yet reported and reduced by
estimates of amounts recoverable under reinsurance contracts. Section B of the table shows the re-estimated amount
of the previously recorded liability, based on experience as of the end of each succeeding year. The estimate is
increased or decr:aseg as more information becomes known about the frequency and severity of claims.

Sections C and G of the table-show the aggregate change in the net and gross liability, respectively, from
original balance sheet dates and the re-estimated liability through December 31, 2006, Thus, changes in ultimate
development estimates are included in operations over a number of years, minimizing the significance of such
changes in any one year. Section D of the table shows the cumulative amount of net losses and loss adjustment
expenses paid relating to recorded liabilities as of the'end of each succeeding year. Section E of the table shows the
re-estimated liability reduced by estimated reinsurance receivables and Section F of the table shows the re-
estimated gross liability before the reduction of reinsurance receivables through December 31, 2006.

) Years Ended December 31

- 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
' ($ thousands)} ' ’

.

Section A. Reserve for - |
unpaid loss and loss
adjustment expenses, .
net of reinsurance S et e ET . x
recoveries . . ...:.. $37.734 $40,043 $46,352 $52.413 $ 63,745 § 66999, % 76,380 $ 87603, $ 98,319 S$104.995 $i12,262

Section B. Reserve, net
of reinsurance '
' recoveries, re- . : .,
_estimated as of: A

One year fater . . . ... 36222 37043 46430 S0.554 68509 73IS3 90093 ¢ 95137 99216 9844

Two years later . . . .. “ 31692 36464 41212 51,608 70883 83038 95533 102,636 101313

. Three years later . ... 30633 31427 41727 ~ 52404 74250° 87246 101,133 105938 -
Four years later , . . .-. 27,832 32,173 42,022 53,668 77158 89,875 103,584
Five years later . . ... . 28,904 | 32,327 . 43,175 55,215 78,5735 92,448 . c
Six years later. . . ... - -.28,386, 33,332 44,383 56,093 | 80,355
Seven years later . ... , 29,153 34391 44,522 57266 Lo R .
Eight years later . ... 29960 34318 45320
Nine years later.. ... 30418 35276 .. - L - .o i
Ten years later .. ... 31,116 . ) ‘ '

Section C. Net | . . 3 . R q
Cumulative ‘ ‘ . : : ) ' .
Redundancy - - . oy : . .- . . oo
(Deficiency) . ... ... 6,617 4768 . 1,032 (4852) (16,610) . (25449) (27,195} (18,325) (2,994) 6,551

et Y N . ' . H - . roL
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Years Ended December 3t

2005

1996 1997 1998 1999 2000 2001 2002 2003 2004 . 2006
{$ thousands)

Section D, Paid, net

(cumualative) as of:

One year later. . ... . 9912 8342 15782 17422 27,322 31,844 33,768 31,878 30,729 25,569

Two years fater . . . . . 13,686 17,276 24018 31,331 46,570 52,008 55410 53239 49,322

Three years later . ... 19,575 21,713 30684 39,983 57,249 63,543 . 68,588 66,039 ,

Four years later .. ... 21,853 25371 34766 44,193 63,228 70,490 76,609

Five years later . . . . . 24013 22,612 36497 46,737 66,383 74,635

Six yearslater. .. ... 25,133 28098 38,017 48192 68,602

Seven years later . ... 25045 29007 38664 49,370

Eight years later . ;.. 25585 29430 39466

Nine years later. . ... 26,071 30,107

Ten years later . . ... 26,657
Net Liability — - - '

December 31,. . . . .. 37,734 40043 46,352 52413 63,745 66.999 76,389 87.613 98,319 104995 112,262
Receivable from

reinsurers for unpaid . . .. .

Iosses‘ ........... 18994 23830 18347 19547 27.827 . * 31,384 33,037 40,757 43,931 35,588 . 35774
Gross Liability — ) . ’ ‘ '

December 31,. . . . .. 56,728 63,873 © 64,699 71960 - 91,572 - 98383 109426 128,370 142,250 140583 148,036
Section E. Re-estimated : . .

lighility, net . . . . . .. 16 35276 45320 57,266 80,355 92448 103,584 105938 101,313 98,444
Re-estimated receivable

from reinsurers for . .

unpaid losses . ... .. 16,03 18313 19564 19520 32,267 46,602 49,541 51,437 46,142 37,624
Section F. Re-estimated '

liability, gross . . . .. 47,147 53,588 64,884 76,785 112,623 139,051 153,125 157,375 147455 136,068
Section G. Gross :

Cumulative

Redundancy

(Deficiency) . . ... .. 9,581 10,285 (185) (4,825) (21,051) (40,668) (43,699) (29,005) (5,205) 4,515

Investments. Majestic’s investments department invests the funds made available by our capital and the net

cash flows from operations. The objective of Majestic’s investments department is to provide income and realized
gains on investments, primarily from investments in fixed maturity secirities, consistent with policy guidelines and
taking into consideration state regulatory restrictions on investments in our insurance subsidiaries. Majestic
manages its investment portfolio considering duration, asset/liability matching,. sector allocation, execution
expense, credxt quality and concentration in formulating investment strategy and selecting securities. The NAIC
Maodel Insurance Laws, Regulauons and Guidelines (“the “Model Laws") and the California Insurance Code guide
the formulation and execution of Majestic’s investment strategy.

Majestic’s investment objecnve is to maximize current yield while maintaining safety of capital together with
sufficient liquidity for ongoing insurance operations. Majestic's investment portfolio is composed of fixed-income
and’equity securities. As of December 31, 2006, Majestic had total invested assets of $157.5 million, of which
$116.0 millicn was classified as restricted investments. An increase of one percent increase in the current market
interest rates would cause the fair value of Majestic’s investment portfolio as of December 31, 2006 to decrease by
approximately $3.6 million. The following table shows the fair market values of various categories of Majestic’s
investment portfolio, the percentage of the total market value of Majestic’s invested assets represented by each




category and the tax equivalent yield to maturity based on the fair market value of each category of invested assets as
of the dates indicated:
As of December 31, 2006

Percent
Description of Securities Fair Value of Total Yield
(Dollars in thousands)
Obligations of states and politjcal subdivisions. ........ ' G § 79,524 50.5% 5.57%
Corporate bonds . .. ... ... .. 39,720 37.9% 5.21%
U.S. govermment and 8gEfICIES . . .. o oo v v e 6,612 3.9% 4.715%
Total fixed-MAtUTy SECUTIIES . . .« -+ e enentceeeson 145406  92.3% 5.39%
Equity securities . . ... ... 12,089 19%
Total investments, available forsale. .. ........ ... .. .. .. ot ‘ $157,495 1000%

The average credit rating for Majestic’s investment portfolio, using ratings assigned by Standard and Poor’s
Rating Services {a division of the McGraw-Hill Companies, Inc.), was better than “AA” at December 31, 2006. The,
following table shows the ratings distribution of Majestic’s fixed-income portfolio by Standard and Poor’s rating as
a percentage of total market value as of the dates indicated:

As of t
Rating December 31, 2006
(Dollars in thousands)
. ) (Unaudited) ) ‘
A A AT e e e e e s $ 74872 51.5%
R N L 43,105 20.6%
R T e i 24 958 17.2%
“BBB” . ... e e e e _ 2,471 1.7%
BB . s e e e e e e e e e — -—
“CCC e e e e e e e e . — —
Total fixed-maturity securities . . .. ... ... .o JR $145,406 100%

The following table shows the composition of Majestic’s investment portfolio by remaining time o maturity as
of the dates indicated. For securities that are redeemable at the option of the issuer and have a market price that is
greater than par value, the maturity used for the table below is the earliest redemption date. For securities that are
redeemable at the option of the issuer and have a-market price that is less than par value, the maturity used for the
table below is the final maturity date. ‘

December 31, 2006

Amortized

Cost Fair Value

(Dollars in thousands)
Due inone year 0T 1885 . .. ..ot ie it $ 19,131 $ 19,131
Due after one year through fiveyears. ............ ... 92,408 92,301
Due after five years through ten years ... ... . ..o, ’ 25,206 25,125
Due after [EI YEAIS .. oo\ i vt it a e 8.893 8,849
Total fixed-MAaturity SECUTIHIES . . .. oo v e it cn e e e $145.638 $145,406

Majestic structures its investment portfolio giving consideration to the expected timings of the payout of our
insurance liabilities. If our payout estimates are inaccurate, we may be forced to liquidate investments prior to
maturity at a significant loss to cover such liabilities. Investment losses could significantly decrease our asset base,
which will adversely affect our ability to conduct business and could have a material adverse effect on our financial
condition and results of operations.
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Our Reinsurance Segment

Overview. The groups we manage purchase excess workers’ compénsation coverage from U.S. admitted
~insurers to cover claims that exceed a minimum-level established by state law or regulation or by administrative
determination. Typically, our managed groups purchase excess coverage for losses and loss adjustment expenses in
excess of $500,000 per occurrence. This “‘excess coverage®’ purchased by the groups provides them with coverage
for losses in excess of the $300,000 per occurrence liability typically retained by the groups up to a per occurrence
ltmit. 1n addition, all of our groups also purchase coverage to insure against the risk that a large number of ¢laims
will occur and result in losses that aré each less than $500,000 and that the aggregate result of such losses could
exhaust their resources. This “frequency coverage® is triggered in the event that the aggregate amount of losses and
loss adjustment expenses during the coverage period exceeds a range from 90% to approximately 160% of the
premiums paid to the groups by their members. If the frequency coverage is triggered, the reinsurer pays the next
$2,000,000 of losses and related loss adjustment expenses of the group during the coverage period:

Twin Bridges was established in 2003 to underwrite a portion of the excess and frequency coverage provided to
the groups we manage. Since, however, the excess coverage must be provided by a 1.5, admitted insurance
company, which Twin Bridges is not, we must underwrite the coverage through a reinsurance contract with a
“fronting” company. The “fronting” company underwrites the entire excess and frequency coverage to our groups
and then cedes a portion, or layer, of the coverage 1o Twin Bridges under a reinsurance contract. Until our
acquisition of Majestic in November 2006, Twin Bridges had been solely engage in reinsurance contracts with NY
Marine & General as the “fronting”” company. Following our acquisition of Majestic, Twin Bridges has entered into
a reinsurance contract with Majestic, which is discussed below:

Production of Business.  Upon their policy renewals on January [, 2007, 6 of our 14 groups obtained excess
and frequency coverage from Majestic. For these 6 groups, Twin Bridges reinsures a portion of the coverage
provided pursuant to a quota share reinsurance contract that took effect on January 1, 2007. Under this quota share
reinsurance agreement, Twin Bridges reinsures 90% of the coverage which Majestic provides to the groups net of
liability ceded to unaffiliated reinsurers and receives 90% of the premiums paid_to Majestic by the groups net of
premiums paid to unaffiliated reinsurers. Twin Bridges’ liabilities under the quota share reinsurance agreement,
however, are capped at specific levels. First, for the excess coverage, Twin Bridges reinsures 90% of the losses and
loss adjustment expenses in excess of the group’s retention (currently set at $500,000 for each of the 6 groups for
which Majestic provides excess coverage) up to a per occurrence limit of $2,000,000. For the frequency coverage,
Twin Bridges reinsures 90% of Majestic’s policy coverage 10'the group up to $2,000,000. Twin Bridges allows
Majestic a ceding commission of 15% on all ceded premiums to cover Majestic’s costs associated with the policies,
including dividends, commissions, taxes, assessments and all other expenses, except for loss adjustment expenses.
Twin Bridges is required to provide Majestic with security to secure the reinsurance obligations, which security may
consist of a bank-issued letter of credit, a reinsurance trust fund for the benefit of Majestic or cash.

For losses in excess of these levels, Majestic has obtained reinsurance pursuant 1o its existing excess of loss
reinsurance program, which is discussed in detail above under the section entitled “Business — Our Primary
Insurance Segment — Reinsurance.” Under this program, Majestic will be reimbursed by the unaffiliated reinsurers
participating in the program for all losses in excess of $2,000,000 up to a per occurrence limit of $50,000,000 with
respect to the excess coverage provided by Majestic to the groups. Majestic is dlso reimbursed for all Tosses in
excess of $2,000,000 up to a maximum of $50,000,000 with respect to the frequency coverage provided by Majestic
to the groups. Majestic and Twin Bridges share proportionately the layer in excess of these reinsurance limits to the
statutory limits, under the existing quota share reinsurance agreement between Majestic and Twin Bridges.

Six of our groups have not yet renewed their excess and frequency coverage policies and continue to be
covered by excess and frequency coverage policies from NY Marine & General, until their respective renewal dates,
Under the December 2005 NY Marine & General Agreement, Twin Bridges reinsures 70% of ull of (he coverage it
provides under these policies and receives 70% of the premiums, which we refer to as assumed premium, paid to NY
Marine & General by the groups. Twin Bridges allow NY Marine & General a ceding commission of 23.5% of the
assumed premiums 10 cover its acguisition. general and administrative expenses and pays NY Marine & General
additional amounts to cover U.S. federal excise tax and certain other costs which are estimated to be 3.45% of the
new assumed premiums. Twin Bridges also shares in the cost of any reinsurance purchased by NY Marine &
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General from other carriers with respect to such coverage. Twin Bridges is required to provide NY Marine &
General with security to secure the reinsurance obligations, which security may consist of a bank-issued letter of
credit, a reinsurance trust fund for the benefit of NY Marine & General or cash. Asof) anha]‘y 1, 2007, the December
2005 NY.Marine & General Agreement was terminated as to new business and will continue only to operate on a
run-off basis. While in run-off, we remain liable for any losses that are incurred.during the term of the groups’
policies in accordance with.the terms of the December 2005 NY Marine & General Agreement.

Pursuant to the December 2005 NY Marine & General Agreement; NY Mariné & General offered fuli statutory
excess coverage for losses and loss adjustment expenses in excess of $500,000 per occurrence retained by most of
the groups. NY Marine & General sought reinsurance from other.insurers to.cover 100% of losses and loss
adjustment expenses in excess of $5,000,000 per occutrence up o $50;000,000 per occurrence, as well as
reinsurance of losses and loss adjustment expenses" in excess of $3,000,000 per Gccurrence up 1o a per occurrence
limit of $5,000,000, subject to an annual. aggregate deductible of $3,000,000. NY Marine: & General and Twin
Bridges shared proportionately the layer in excess of $50,000,000 up to statutory limits. The excess reinsurance
secured by NY Marine & General inures to the benefit of Twin Bridges proportidnately to its 70% quota share
participation. For this, Twin Bridges cedes a premium of approximately 11% of the gross premiums it assumes from
NY Marine & General. The December 2005 NY Marine & General Agreement also provides that NY Marine &
General offers frequency covérage to our groups of $2,000,000: This coverage provides for attachment points at
various levels determined by the groups’ funded premiums. NY Marine & General offered this expanded coverage
to our groups upon renewal of their excess coverage policies. g

-

If those 6 groups currently covéred by NY Marine & General obtain policies from Majestic upon their renewal
in April, June or August of this year, we expect Twin Bridges to reinsure a portion of this coverage under the quota
share reinsurance agreement. Two of our groups currently receive excess coverage from U.S. admitted insurers
other than NY Marine & General and Majestic and we do not expect that either group will obtain excess coverage
from Majestic in 2007, nor do we expect to reinsure a portion of their excess and frequency coverage.

Also, if we begin providing our management services to individual self-insured entities, we will consider
reinsuring a portion of the excess coverage these entities obtain. We would do so only after we conduct an
underwriting evaluation of an entity on the same basis as we conduct underwriting evaluations for members of our
self insured groups. .

Reserves for Losses and Loss Adjustiment Expenses. As a reinsurer, Twin Bridges establishes reséryes for
losses and loss adjustment expenses (“loss reserves”) under its reinsurance contracts. These loss reserves are similar
to those of our primary insurance subsidiary, Majestic, and we use the same methodologies to determine Twin
Bridges’ loss reserves, with some minor exceptions that are discussed below. For a detailed discussion of these
methodologies, see “ltem 1 — Business — Our Business Segments — Our Primary Insurance Segment —
Reserves for Losses and Loss Adjustment Expenses” above. :

Twin Bridges’ loss reserves are based upon estimates of the ultimate amounts payable under its reinsurance
contracts with respect to losses occurring on or before the balance sheet date. The reserve for losses and loss
_adjustment expenses represent an estimate of the ultimate cost of all reported and unreported losses and loss
adjustment expenses associated with reinsured reported claims and claims incurred but not reported which are
unpaid at the balance sheet date. The liability is estimated using actuarial studies of individual case-basis
validations, statistical analyses and industry data. .

Several factors contribute to the uncertainty in establishing these estimates. Judgment is required in actuarial
estimation to ascertain the relevance of historical payment and claim settlement patterns under current facts and
circumstances. Key assumptions in the estimation process are the average cost of claims over time, which is referred
to as severity trends, including the increasing level of medical, legal and rehabilitation costs, frequency risks,
fluctuations in inflation, prevailing economic, social and judicial trends, legislative changes, third party claims
handling procedures and costs associated with fraud or other abuses of the medical claim process. In addition, there
may be a significant delay between the occurrence of the insured event and the time it is actually reported to us.
Reserves for losses and loss adjustment expenses are estimates and are inherently uncertain; they do not and cannot
represent an exact measure of liability. However, we believe that Twin Bridges’ aggregate liability for losses and
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loss adjustment expenses at year-end represents our best estimate, based upon available data, of the amounts
necessary 1o settle the ultimate cost of expecied losses and loss adjustment expenses.

Unlike Majestic, Twin Bridges has a short operating history and has only been in existence since December
2003. Since Twin Bridges began reinsuring the excess coverage in December 2003, only eight claims have been
reported and there have been no paid losses. This short operating history provides Twin Bridges with a limited loss
experience and a relatively small population of underlying risks, as compared to other insurers and reinsurers.
Accordingly, Twin Bridges’ loss reservé‘ estimates are more susceplible to an increased likelihood that actual results
may not conform to our estimates.

Since Twin Bridges has a very limited loss development experience, its independent actuary has had to rely
heavily on expected losses. These expected losses for Twin Bridges are determined by the application of an industry
excess loss factor to an average pure premium for each our groups, which was then muitiplied by the earned payroll
for the applicable policy period. The methods for making such estimates and for establishing the resulting reserves
are continually reviewed and updated. Changes in loss development patterns and claims payments can significantly
affect our ability to estimate Twin Bridges’ loss reserves. We seek to continually improve Twin Bridges’ loss
estimation process by refining our ability to analyze loss development patterns, claims payments and other
information within a legal and regulatory environment that affects development of ultimate liabilities. Future
changes in estimates of claims costs may adversely affect future period operating results. However, such effects
cannot be reasonably estimated currently. ' '

There are also other general uncertainties that are unique to loss reserving processes for reinsurance. The
nature, extent, timing and perceived reliability of information received from ceding companies can vary widety
depending on man‘y factors, including the contractual reporting terms, which are affected by market conditions and
practices. We believe, however, that we have minimized Twin Bridges’ exposure to these uncertainties in its loss
reserves, because Twin Bridges is able to rely on the loss data from our managed groups and minimal delay in claim
reporting from the primary insurance provider. Further, Twin Bridges has established practices in its reinsurance
contracts to identify and gather needed information from the cedmg companies, including claims reviews. to
facilitate loss reporting. -

If our loss reserve development estimates prove to be greater than or less than Twin Bridges’ ultimate liability,
then our future earnings and financial position could be positively or negatively impacted. Future earnings would be
reduced by the amount of any deficiencies in the years that the claims are paid or the reserve.for losses and loss
adjustment expenses are increased. Any such reduction could be realized in one year or multiple years, depending
on when the deficiency is identified. Such a deficiency would also impact our financial position to the extent that our
surplus is reduced by an amount equivalent to the reduction in net income. Any deficiency is typically recognized as
an unpaid loss and loss adjustment expense liability. It therefore typically does not have a material effect on Twin
Bridges’ liquidity because the claims have not been paid. Since the claims will typically be paid out over a multi-
year period, Twin Bridges has generally been able to adjust its.investments to match the anticipated future claim
payments. Conversely, if we experience positive developmcnt (our estimates of ultimate unpaid losses and loss
adjustment expenses prove to be redundant), then our future earnings and financial position may be improved.

Reconciliation of Loss and Loss Adju.rrmem Expense Revenues. The table below shows the reconciliation of
reserves of our reinsurance segment for the years ended December 31, 2006, 2005 and 2004, reflecting changes in
losses incurred and paid losses for such periods:

Years Ended December 31,

2006 2005 2004
(Dollar amounts in thousands)
Balance at January 1 . ........ ... e e $6,280 %2696 $ 168
Incurred related to: : Cot
Curtent period . . ... ..o, . .. 7350 3584 2528
Prior periods .. ... ... .. e e e PR T (1.888) . —. —_
Total incurred . .. ... . ... ST . S ... 5462 3584 2,528




Years Ended December 31,
2006 2005 2004
(Doliar amounts in thousands}

Paid related to: :
CUrent PEriod . « .« v v v et e g — — —

Pridrperiods .......... I - = — —

Total paid ... ... — — —
L IICTEASE « v v v oo e e et et ittt s ima et e et 5,462 3,584 2,528
Balance at end of period . . ... ... e L < $11,742  $6.280  $2.696

Our claims reserving practices are intended to establish reserves that in the aggregate are adequate to pay all
Josses and loss adjustment expenses at their ultimate settlement value.” Our reserves are not discounted.

At December 3 1, 2006, there were outstanding case loss reserves tbta]iﬁg $1.4 million 'relatin'g 1o eight claims. -
At December 31, 2005 and 2004 there were no outstanding case loss reserves, therefore the entire amount of
reserves for losses and loss adjustment expenses at those dates of $6.3 and $2.7 million, respectively, is comprised
of IBNR. -

While we believe that we wiil be abie (0 make a reasonable estimate of our ultimate losses and loss adjustment
expenses, we may not be able to predict our ultimate claims experience as reliably as other companies that have had
reinsurance operations for a substantial period of time, and we cannot assure you that our actual losses and loss
adjustment expénses will not differ materially from our total recorded reserves.

vl

The following table shows the development of Twin Bridges’ loss reserves for the years ended December 31,
2006, 2005 and 2004. Section A of the table shows the estimated liability for unpaid losses and loss adjustment
expenses recorded at the balance sheet date for each of the years indicated. This liability represents the estimated
amount of losses and loss adjustment expenses for claims arising in prior years$ that are unpaid at the balance sheet
date, including losses that have been incurred but not yet reported. Section B of the table shows the re-estimated
amount of the previously recorded Lability, based on experience as of the end of each succeeding year. Section C of
the table shows the amounts paid as of the end of each succeeding yéar.

Section D of the table shows the cumulative redundancy (deficiency) as of December 31, 2006. A redundancy
means the'original estimates were higher than the current estimates while a deficiency means that the current
estimates were higher than the original estimates. '

Years Ended December 31,
2003 2004 2005 2006
(Dollar amounts in thousandsj

A. Reserve for unpaid loss and loss adjustment expenses. . $168  $2,696  $6,280 31 1,742
B. Reserve re-estimated as of:

Oneyearfater . .........ooovini i 168 2,696 4,392
Two years Jater ... ... 168 1,716
Three years later .. .. .......... .. ... P 81

C. Paid, (cumulative) as of:
One year later . . . P — — —
“Two years later . ... [P — — —
Three years later ... ... ... oo

Net Liability — December 31,. . ... .................. $ 81 SI716  $4.392  $11,742

D. Cumulative Redundancy (Deficiency) ... .. e $87 $ 980 51.888 —

Since Twin Bridges had no historical experience, estimates of prior year losses were based on industry data and
resulted in loss ratios ranging from 39% to 66%. Twin Bridges has not experienced significant losses since its
inception and currently has eight open claims. Based upon the lack of loss experience, management has reduced its
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estimate of losses on prior policy years. At December 31, 2006, management estimated the overall loss ratio to be
32%. which resulted in a favorable development for policy years 2003, 2004 and 2005. Loss reserve estimates are
reviewed regularly pursvant to an actuarial analysis and are adjusied as experience develops or new information is
known; such adjustments are included in income in the period in which they are made.

Reinsurance. Unlike our primary insurance subsidiary, Majestic, Twin Bridges does not directly purchase
reinsurance to reduce its net liability on individual risks or to protect against possible catastrophes. Instead, for the
December 2005 NY Marine & General Agreement, NY Marine & General secures excess reinsurance coverage that
inures to the benefit of Twin Bridges proportionately to its 70% quota share participation. Under the Majestic Quota
Share Reinsurance Agreement, Twin Bridges does not receive any reinsurance protection, as the liabilities ceded to
Twin Bridges from Majestic are net of liability ceded to wnaffiliated reinsurers. Twin Bridges, therefore, did not
have any reinsurance recoverables as of December 31, 2006.

Investments. Priorto Marcl{‘2006 our investment portfolic was comprised of short-term U.S. Treasury bills,
cash and money market equivalents. In March 2006, our board of dlrectors established our investment policies for
CRM Holdings and Twin Bridges, and management has since implemented our investment strategy with the
dssmance of mdependent investment managers. Thesé investment guldelmeb specify minimum criteria on the
overall credit quality, liquidity and risk-return characteristics of our investment portfolto and include limitations on
the size of particular holdings, as well as restrictions on investments in different asset classes. Our board of directors
monttors the overall investment returns and reviews compliznce with our investment guidelines.

Twin Bridges’ investment strategy seeks to preserve principal and maintain liquidity while trying to maximize
total return through a high quality, diversified portfolio. Qur investment decision- -making is guided primarily by the
nature and timing of Twin Bridges expected losses and loss adjustment expenses payouts, management’s forecast of
our cash flows and the possibility that Twin Bridges will have unexpected cash demands, for example, 10 satisfy
claims due to catastrophtc losses. We expect Twin Bridges’ investment portfolio to continue to consist pnrnanly of
highly rated, and liquid fixed income securmes :

» . '

Competition

We and the groups we manage compete with many companies in the workers’ compensation insurance
business. These competitors include:

* the state funds in New York, California and Texas;

* specialty, regional and major insurers in New York, California and Texas, such as American International
" Group, Inc., Chubb Group of Insurance Companies, Zurich Financial Services, Utica Nationat 1nsurance
Group, Greater New York Mutuat Insurance Company, Travelers Insurance Group Holdings Inc., Liberty
Mutual Insurance Company, Hartford Financial Services Group Inc., Employers Direct Insurance Company,
Redwood Fire & Casualty Insurance Co., Republic Companies Group, Inc., Redlands [nsurance Co., St. Paul
Travelers, Zenith National Insurance Corp, National Liability and Fire Insurance Company, Preferred
Employers, SeaBright Insurance Company, CompWest Insurance Company, Employers Compensation
Insurance Company of California, Everest Insurance Company, American International Group, Inc., ICW
Group, and

K

* groups managed by other group administrators, such as First Cardinal Corporation and New York Com-
pensation Managers, Inc. in New York and Bickmore Risk Services in California.

Many of the insurance companies lisied above have more capital, name and brand recognition and marketing
and management resources than we or the groups we manage have. Many of our competitors have offered, and may
continue to offer, workers® compensation insurance combined with other insurance coverage. Some of our
competitors offer workers’” compensation insurance on a multi-state basis. Competition in our industry is very
intense and from-time to time results in a significant reduction in premiums for workers” compensation insurance,
and we may be competitively disadvantaged because key group members may be obliged or inclined to purchase
packaged products or multi-state workers’ compensation coverage from our competitors in order to receive
favorable rates for other types of liability coverage or because our competitors offer superior premium rates or
policy terms. We cannot assure you that we will be able to implement our business strategy in a manner that will
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allow us to be competitive. Increased competition could reduce the ability of our groups to attract new members and
retain existing members and would adversely impact the groups we manage and our business, financial condition
and results of operations will be adversely affected as a result. ' -

Ratings

Ratings by independent agencies are-an important factor in ‘establishing the competitive position of com-
mercial insurance and reinsurance companies. Rating organizations continually review.the financial positions of
insurers. Standard & Poor’s, a division of the McGraw-Hill Company (“S&P"), maintains a letter scale rating
system ranging from “AAA” (Extremely Strong) to “R” (under regulatory supervision). A.M. Best maintains a letter
scale rating system ranging from *A++" (Superior) to “F” (in liquidation). In evaluating a company’s financial and
operating performance, A.M. Best reviews the company’s profitability, indebtedness and liquidity, as well as its
book of business, the adequacy and soundness of its reinsurance, the quality and estimated market value of its assets,
the adequacy of its loss reserves, the adequacy of its surplus, its capital structure, the experience and competence of
its management and its market presence. This rating is intcndef:l to provide an independent opinion of an insurer’s
ability to meet its obligations to po]icyhol'der's' and is not an evaluation directed at investors. The objective of S&P
and A.M. Best's ratings systems is to provide an opinion of an insurer’s or réinsurer’s financial strength and ability
to meet ongoing obligations to its policyholders. . ’ ’ !

Unlike commercial insurers and reinsurers, workers’‘compensation self-insurance groups do not generally
obtain ratings from S&P or A.M. Best. We do not believe that the small to mid-sized companies buying workers’
compensation from self-insured groups, such as the ones we manage, give any material consideration to the lack of
ratings of these groups. Rather they rely on the management and boards of directors of these groups, the excess
coverage obtained by the groups and the joint and several liability of the members of the groups as security for their
coverage. We do not believe that Twin Bridg'es’ has been affected by its historic lack of a rating.

In contrast, when evaluating traditional insurers such as Majestic, many insurance buyers, agents and brokers
use the ratings assigned by A.M. Best and other rating agencies to assist them in assessing the financial strength and
overall quality of the companies from which they are considering purchasing insurance. Majestic’s rating was
upgraded to “A—"" (Excellent) by A.M. Best upon the consummation of our acquisition of Majestic.

Regulation

General

The business of insurance and reinsurance is regulated in most states of the United States and countries,
although the degree and type of regulation varies significantly from one jurisdiction to another. Our reinsurance
business is subject to direct regulation in Bermuda, Our primary insurance business is regulated in California and
each state in which we issue insurance policies. In addition, the groups we manage in New York and California are
subject to extensive regulation under applicable statutes in those jurisdictions.

Bermuda Regulation
As a holding company, CRM Holdings is not subject to insurance regulations in Bermuda.

Twin Bridges is sdbjeét to regulation under the Bermuda Insurance Act, which provides that no person may
carry on any insurance business in or from within Bermuda unless registered as an insurer under the Bermuda
Insurance Act by the Bermuda Monetary Authority, which is the regulatory body responsible for the day-to-day
supervision of insurers. Under the Bermuda Insurance Act, insurance business includes reinsurance business. The
Bermuda Monetary Authority, in deciding whether to register a company as an insurer, has broad discretion to act as
the Bermuda Monetary Authority thinks fit in the public interest. The Bermuda Monetary Authority is required by
the Bermuda Insurance, Act to determine whether the applicant is a fit and proper body to be engaged in the
insurance business and, in particular, whether it has, or has available to it, adequate knowledge and expertise. The
registration of an applicant as an insurer is subject to its complying with the terms of its registration and such other
conditions as the Bermuda Monetary Authority may impose from time to time. The Bermuda Monetary Authority
issues four types of general business insurance licenses (Class I, Class 2, Class 3 and Class 4). A Class 3 license
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allows a company to underwrite third party risks, Twin Bridges was registered under the Bermuda [nsurance Act as
a Class-3 insurer in December 2003. - . C . e -,

»

A Bermuda insurance advisory committee appmmed by the Bermuda Minister of Finance advises the Bermuda
Monetary Authority on matters connected with the discharge of the Bermuda Monetary Authonty s functions and
sub-committees thereof supervise and review the law and practice of insurance m Bermuda, including reviews of
accounting and administrative procedures. ‘ S : C

" The Bermuda Insurance Act imposes on Bermuda insurance companies solvency and liquidity standards and
auditing and reporting requirements and grants to the Bermuda Monetary Authority powers to supervise, investigate
and intervene in the affairs of insurance companies. Certam significant aspects of the Bermuda insurance regulatory
framework are set forth below. I . -

The Bermuda Mcmetary Authority utilizes a risk based approach when it comes to llcensmg and superv:smg
insurance companies in Bermuda. We believe that the Bermuda Monetary Authomy s risk based approach will not
have a material impact on Twin Bridges’ operations. As part of the Bermuda Monetary Authority’s risk based
system, an assessment of the inherit risks within each particular class of insurer is uiilized in the first instance ©
determine the limitations and specific requirements which may be lmposed Thereafter the Bermuda Monetary
Authority keeps its analysis of relative risk within mdlwdual institutions under review on an ongoing basis,
including through scrutiny of regular audited statutory financial statements, and, as appropnate meeting with
senior management during onsite visits. The initial meetings with senior management and any proposed onsite visit
will primarily foeus upon companies that are licensed as Class 3 and Class 4 insurers. The Bermuda Monetary
Authority has also recently adopted guidance notes, or the Guidance Notes, in order to ensure those operating in
Bermuda have a good understanding of the nature of the requirements of, and the Bermuda Monetary Authonty 5
approach.in implementing, the Bermuda Insurance Act.. : .o : :

vy, 4

Classification of Insurers. . The Bermuda Insurance Act dtqtmgulshee between insurers carrymg on 1ong-term
business. and insurers carrying on general busmess There are four classifications of insurers carrying on general
business, with Class 4 insurers being subject to the strictest regulation. Twin Bndges is registered as a Class 3
insurer. We do not, mtend at this time. to obtain a license for Twin Bridges to carry on long-term busmess Long-

 term business includes hfelmsurance and disability insurance with terms in excess of five years. General business’

broadly includes all types of insurance that is not long-term business.

Cancellation of Insurer’s Registration.  An insurer’s registration may be canceled by the Bermuda Monetary
Authority on certain grounds specified in the Bermuda Insurance Act, including failure of the insurer to comply
with its obligations under the Bermuda Insurance Act or if, in.the opinion of the Bermuda Monetary Authority, the
insurer has not been carrying on business in accordance with sound insurance principles. e

Principal Representative. ~ An insurer is required to maintain a principal office in Bermuda and to appoint and
maintain a principal representative in Bermuda. For the purpose of the Bermuda Insurance Act, the principal office
of Twin Bridges is at our principal executive offices in Bermuda, and Twin Bridges’ .principal representative is

. Quest Management Services Limited. Without a reason acceptable to the Bermuda Monetary Authorlty, an insurer
may not terminate the appointment ofits pnnclpal representative, and the principa] representative may not cease to
act as such, unless thirty days’ notice in writing to the Bermuda Monetary Authority is'given of the intention to do
so. [t is the duty of the principal representative to notify the Bermuda Monetary Authority forthwith of his reaching
the view that there is a likelihood of the insurer for which the principal representative acts l;)e'co'min'g insolvent or
that a reportable “event” has, to the principal representative’s knowledge, occurred or is believed to have occurred,
and within fourteen days of such notification, to make a report in writing 1o the Bermuda Monetary Authority
setting out all the particulars of the case that are available to the principal representative, Examples of such a
reportable “event” include failure by the insurer to comply substamlal]y with a condition imposed upon the insurer
by the Bermuda Monetary Authority relating to a solvency margin or hqmduy or other ratio. b

- Independent Approved Audnor Every registered insurer must appoint an independent auditor approved by
the Bermuda Monetary Authority which we refer to as an approved auditor who will annually audit and report on the
statutory financial statements, solvency certificate and declaration of statutory ratios. The statutory financial
statements and the statutory financial return of the insurer, in the case of Twin Bridges, will be required to be filed
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annually with the Bermuda Monetary Authority. The approved auditor of Twin Bridges may be the same person or
firm which audits Twin Bridges’ statutory financial statements and statutory financial returns and Twin Bridges® -
financial statements prepared in accordance with U.S. generally accepted accounting principles. Twin Bridges’
approved auditor is currently PriceWaterhOuls'eCoopcrs LLP. ‘ ‘ ' ) '

, : . :
Loss Resérve Specialist.  As a registered Class 3 insurer, Twin Bridges will be required to submit annually an

opinion of a loss reserve specialist, who must be approved by the Bermuda Monetary Authority, with its statutory

financial return and statutory financial statement in respect of its foss and loss adjustment expense provisions.

Statutory Financial Statements. Twin Bridges. is required to file with the. Bermuda Monetary Authority
statutory-financial statements no later than four months after its financial year end (unless specifically extended).
The Bermuda Insurance Act prescribes rules for the preparation and form of such statutory financial statements
(which include, in statutory form, a balance sheet, an income staternent, a statement of capital and surplus and notes
thereto). Theé insurer is required to give detailed information and analyses regarding premiums, claims, reinsurance
and ihvestments. The statutory financial statements are not prepared in accordance with U.S. generally acceptéd
accouiting princip!eé and are distinct from the financial statements prepared for presentation to the insurer’s
shareholders under the Companies Act, which financial statements will be prepared in accordance with U.S. gen-
erally accepted accounting principles: Twin Bridges, as a general business insurer, is required to submit the annual
statutory financial statements-as part of the annual statutory financial return. The statutory financial statements’and
the statutory financial retirn are retained by the Bermuda Monetary Authority and do not form part of the public
records. ' B ' : . ' ’ ‘

Annual Statutory Financial Return.. Twin Bridges is required to file with the Bermuda Monetary Authority a
statutory financial return no later than four months after its financial year end (unless specifically extended). The
statutory financial return for a Class 3 insurer includes, among other matters, a report of the approved auditor on the
statutory financial statements of such insurer, the solvency certificates, the declaration of statutory ratios, the
statatory financial statements and the opinion of the approved loss reserve specialist. The solvency certificates must
be signed by the principal representative and at least two directors of the insurer who are required to certify, among
Other matters, whether the minimum solvency margin has been met and whether thé insurer complied with the
conditions attached ta its certificate of registration. The approved auditor is required to 'statc; whether in its opinion it
was reasonable for the directors to so certify. Where an insurer’s accounts have been audited for any purpose other '
than compliance with the Bermuda Insurance Act, a statement to that effect must be filed with the statutory financial
return.

T

‘Solvency Margin and Restrictions on Dividends and Distributions. Under the Bermuda Insurance Act, the
value of the general business assets of a Class 3 insurer must exceed the afnount of its general business liabilities by
an amount greater than the prescribed solvency margin. Twin Bridges is required, with respect to its general
bus:iness, to maintain a minimum solvency. margin equal to the greatest of:

(A)  $1,0000000 . o N

{B) Net Premium Written (“NPW™) + Prescribed Amouit , ‘
T Up to $6,000,000 _ "20% of net premium written (“NPW”) -
Greater than $6,000,000 . The aggregate of $1,200,000 and 15% of the amount

" by which NPW exceeds $6,000,000 in that year; and '

1

(C) 15% of the aggregate of th_e‘insurer’s loss expense provisions and other general business )
insurance reserves. ‘

! Generally, NPW equals gross premivm written after ‘deduction of any premium ceded by the insurer for
reinsurance. : .

Twin Bridges is prohibited from declaring or paying any dividends during any financial year if it is in breach of
its solvency margin or minimum liquidity ratio or if the declaration or payment of such dividends would cause it to
fail to meet such margin or ratio. In addition, if it has failed to meet its minimum solvency margin ‘or minimum
liquidity ratio on the last day of any financial year, Twin Bridges will be prohibited, without the approval of the
Bermuda Monetary Authority, from declaring or paying any dividends during the next financial year. Twin Bridges
is prohibited, without the approval of the Bermuda Monetary Authority, from reducing by 15% or more-its total
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statutory capital as set out in its previous year’s financial statements, and any application for such.approval shall
provide such information as the Bermuda Monetary Authority may require. In addition, if Twin Bridges at any time
fails to meet its solvency margin, it will be required, within thirty days after becoming aware of such failure or
having reason to believe that such failure has occurred, to file with the Bermuda Monetary Authority a written report
containing ‘cettain information as outlined in the Bermuda Insurance Act.

Under the Companies Act, Twin Bridges may not declare or pay a dividend, or make a distribution from
contributed surplus, if there are reasonable grounds for believing that it is, or would after the payment be, unable to
pay its liabilities as they become due, or if the realizable value of its assets would be less than the aggregate of its
liabilities and its issued share capital and share premium accounts,

Minimum Liguidity Ratio. The Bermuda Insurance Act provides a minimum liquidity ratio for general
business insurers. An insurer engaged in general business is required to maintain the value of its relevant assets at
" not less than 75% of the amount of its relevant liabilities. Relevant assets mclude cash and time deposits, quoted
" investments, unquoted bonds and debentures first liens on mortgage joans ‘on real estate, investment income ‘due
and accrued, accounts and premiums receivable, reinsurance balances receivable and funds held by cedmg
reinsurers. There are certain categories of assets which, uniess specifically permitted by the Bermuda Monetary
Authority, do not automatically qualify as relevant assets, such as unquoted equity securities, investments in and
advances to affiliates and real estate and collateral loans. The relevant liabilities are total general business insurance
reserves and total other liabilities less deferred income tax and sundry liabilities and letters of credit, guarantees and
other m-;trumenm (by mterpretatlon those not spemﬁcally defined).

Supervision, Investigation and Intervention. The Bermuda Monetary Authority may appoint an inspector
with extensive powers to investigate the affairs of an insurer if the Bermuda Monetary Authority believes that an
investigation is required in the interest of the insurer’s policyholders or persons who may become policyholders. In
order to verify or supplement information otherwise provided to the Bermuda Monetary Authority, the Bermuda
Monetary Authority may direct an insurer to produce documents or information relating to matters connected with
the insurer’s business.

If it appears to the Bermuda Monetary Authority that there is a risk of the insurer becoming insolvent, or that it
is in breach of the Bermuda Insurance Act or any conditions imposed upon its registration, the Bermuda Monetary
Autherity may, among other things, direct the insurer:

* not to take on any new insurance business;

.

* not to-vary any insufance contract if the effect would be to increase the insurer’s liabilities;

* not to make certain investments;
* to realize certain investments;
* to maintain in, or transfer to the custody of, a specified bank, certain assets; *

* not to declare or pay any dividends'or other distributions or to restrict the making of such payments; and/or

* to limit its premium income.

Disclosure of Information. In addition to powers under the Bermuda Insurance Act to investigate the affairs
of an insurer, the Bermuda Monetary Authority may require the insurer (or certain other persons) to produce certain
information to it. Further, the Bermuda Monetary Authority has been given powers 1o assist other regulatory
authorities, including foreign insurance regulatory authorities, with their investigations involving insurance and
reinsurance companies in Bermuda but subject 1o restrictions. For example, the Bermuda Monetary Authority must
be satisfied that the assistance being requested is in connection with the discharge of regulatory responsibilities of
the foreign regulatory authority. Further, the Bermuda Monetary Authority must consider whether coopération is in
the public interest. The grounds for disclosure are limited and the Bermuda Insurance Act provndes sanctions for

_breach of the ‘;Iatutory duty of confidentiality. '

+

Bermuda Guidance Notes. The Bermuda Monetary Authorlty has issued the Guidance Notes, on the
application of the Insurance Act in respect of the duties, requirements and standards to be comphed with by
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persons registered under the Bérmuda Insurance Act or otherwise regulated under it and the procedures and sound
principles to be observed by such persons and by auditors, principal representatives and loss reserve specialists. In
March 2005, the Bermuda Monetary Authority issued the Guidance Notes through its web site at www.bma.bm,
which provides guidance on, among other things, the roles of the principal representative, approved auditor, and
approved actuary and corporate governance for Bermuda insurers. The Bermuda Monetary Authority has stated that
the Guidance Notes should be understood as reflecting the minimum standard that the Bermuda Monetary Authority
é)gpects insurers such as Twin Bridges and other relevant parties to observe at all times, .

*  ‘Controller Notification. Each shareholder or prospective shareholder will be responsible for notifying the
Bermuda Monetary Authority in writing of his becoming a controller, directly or indirectly, of 10%, 20%, 33% or
50% of CRM Holdings and ultimately Twin Bridges within 45 days, of becoming such a controller. The Bermuda
Monetary Authority may serve a notice of objection on any controller of Twin Bridges if it appears to the Bermuda
Monetary Authority that the person is no longer fit and proper to be such a controller. Twin Bridges will be .
résponsib[e for giving written notice to the Bermuda Monetary Authority of the fact that‘any person has become or
ceases to be 10%, 20%, 33% or 50% controller of Twin Bridges. The Notice has to be given within 45 days of
becoming aware of the relevant facts. '

i

Certain other Considerations. Although CRM Holdings is incorporated in Bermuda, we are classified by the
Bermiida Monetary Authority as a non-resident of Bermuda for exchange control purposes. As a result, we may
engage in transactions in currencies other than Bermuda dollars and there are no restrictions on its ability to transfer
funds (other than funds denominated in Bermuda dollars) in and out of Bermuda or to pay dividends to U.5. residents
who are holders of its common shares.

Under Bermuda law, exempted companies are companies formed with the ability to conduct business outside
Bermuda from a principal place of business in Bermuda. As “exempted” companies, neither we, nor our subsidiary
Twin Bridges may, without the express authorization of the Bermuda legislature or under a license or consent
granted by the Minister of Finance, participate in certain business transactions, including: ' '

LI

* e the acquisition or holding of land in Bermuda (except land held by way of lease or tenancy agreement which

e is required for'its business and held for a term not exceeding 50 years, or which is used to provide

accommodation or recreational facilities for its officers and employees and held with the consent of the
Bermuda Minister of Finance, for a term not exceeding 21 years'); '

« (subject to certain provisos) the taking of mortgages on land in Bermuda to secure an amount in excess of
$50,000 (or whereby any such mortgage shall together with any other principal sum or sums received by any
other mortgage or mortgages held by such company from the same mortgagor o mortgagors exceed the sum
of $50,000); : . : o

* to acquire any bonds, or debentures secured on any Jand in Bermuda, except bonds or debentures issued by
the Government of Bermuda or a public authority of Bermuda; or ,

« the carrying on of business of any kind or type for which it is not licensed in Bermuda, except in certain
limited circumstances such as doing business with another exempted undertaking in furtherance of CRM
Holdings’ or Twin Bridges’ business carried on outside Bermuda, '

*Twin Bridges is a licensed insurer in Bermuda, and it is expected that it will be able to carry on activities from
Berinuda that are related to and in support of its-insurance business in accordance with its license. - - -

Shares may be offered or sold in Bermuda only in compliance with the provisions of the Investment Business
Act of 2003, and the Exchange Control Act 1972, and related regulations of Bermuda which regulate the sale of
securities in Bermuda. In addition, specific permission is required from the Bermuda Monetary Authority, pursuant
to the provisions of the Exchange Control Act 1972 and related regulations, for all issuances and transfers of
securities of Bermuda companies, other than in cases where the Bermuda Monetary Authority has granted a general
permission. The Bermuda Monetary Authority in its policy dated June 1, 2005 provides that where any equity
Securities, including our common shares, of a Bermuda company are listed on an appointed stock exchange, general
permission is’ given for the issue and subsequent transfer of any securities of a company from’ and/or to a non-
resident, for as long as any equities securities of such company remain so listed. The Nasdaq Global Select Market is
13
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deemed to be an appointed stock exchange under Bermuda law. Notwithstanding the above general permission, the
Bermuda Monetary Authority has granted CRM Holdings permission 1o, subject to the common shares in CRM
Holdings being listed on an appointed stock exchange, issue, grant, create, sale and transfer any of CRM Holdings’
shares (other than our common shares), stock, bonds,-notes (other than promissory notes), debentures; debenture
stock, units under a unit trust scheme, shares in an- oil royalty, options, warrants, coupons; rights and depository
receipts, or collectively the Securities, to and among persons who are either resident or non-resident of Bermuda for
exchange control purposes, whether or not the Securities are listed on an appointed stock exchange. The Bermuda
Monetary Authqrity and the Registear of Companies accept no responsibility for the financial soundness of any
proposal or for the correctness of any of the statements made or opinions expressed in this annual report.

" Under Bermuda faw, there are no restrictions on the degree of foreign: ownership, and neither we nor our
subsidiary Twin Bridges is currently subject to taxes computed on profits or income or computed on any capital
asset, gain or appreciation, or any tax in the nature of estate duty or inheritance tax or to any foreign exchange
controls in Bermuda. - - ! v

+

Under Bermuda law, non-Bermudians {other than spouses of Bermudians and ]Sennanenl residents) may not
engage in any gainful occupation in Bermuda without a work permit issued by the Bermuda Department of
Immigration. Such work permits may be granted or extended upon showing that, after proper public advertisement,
no Bermudian, or spouse of a Bermudian or individual holding a permanent resident certificate is available who
meets the minimum standards for the advertised position. None of our executive officers is a Bermudian, and all
such officers will be working in Bermuda under work permits. In April 2001, the Bermuda government announced a
policy that places a six-year term limit on individuals with work permits, subject to certain cxcepllon‘; for key
employees We expect 1o emp\oy prlman\y non-Bermudians.

U.s. State and Federal Regulation .

Credit for Reinsurance. The self-insured groups we manage are required to purchase excess workers’
compensation coverage from a U.S. admitted insurer to cover claims that exceed a minimum level’established by
state law’ or regulation or by administrative determination. NY Marine & Generil, Majestic ‘and other insufers
provide this coverage, and we reinsure a portion of the coverage prmnded by NY Marine & General and Majesnc
through our reinsurance subsidiary, Twin Bridges.

An admitted insurer. such as NY Marine & General or Majestic, ordinarily will enter into a reinsurance
agreement only if it can obtain credit for the reinsurance ceded on its stawtory financial stalements. In general,
credit for reinsurance is allowed in the folloWing circumstances:

+ if the reinsurer is licensed in the state in which the primary insurer is domlc.lled or, in some instances, in
certain states in which the primary insurer is licensed; o . e

+ if the reinsurer is an “accredited” or otherwise approved reinsurer in the state in which the primary insurer is
domiciled or, in some instances, in certain states in which the primary insurer is licensed,

» in some instances, if the reinsurer (a) is domiciled in a state that is deemed to have substantially similar credit
for reinsurance standards as the state in which the primary insurer is domiciled and (b) meets financial
requirements; or

» if none of the above-apply, to the extent that the reinsurance obligations of the reinsurer are secured
appropriately, typically through the posting of a letter of credit for the benefit of the primary msurer or the
deposit of assets into a trust fund established for the benefit of the primary insurer. :

Because Twin Bridges is not licensed, accredited or otherwise zlpproved by or domiciled in any state in the
United States, a U.S. admitted insurer, such as NY Marine & General or Majestic, is generally only willing or able to
cede business to us if Twin Bridges provides adequate security to allow it to take credit on its balance sheet for the
reinsurance it purchases. Twin Bridges is only able to provide adequate security through the posting of a letter of
credit or deposit of assets into a reinsurance trust for the benefit of the U.S. admitted insurer. Twin Bridges currently’
has a facility with KeyBank National Association (“Keybank™) and informal arrangements with' KeyBank and
Smith Barmey Citigroup, and through these arrangemenis Twin Bridges provides NY Marine & General with leuers
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of credit as security for its aggregate liability under the December 2005 NY Marine & General Agreement. Twin
Bridges will also provide Majestic with letters of credit as security for its aggregate liability to Majestic under the
reinsurance agreement between Twin Bridges and Majestic under these same arrangements. If Twin Bridges fails to
maintain an adequate letter of credit facility on terms acceptabie to us and is unable to otherwise provide the
necessary security, insurance companies, such as NY Marine & General and Majestic, may be unwilling or unable
to reinsure with Twin Bridges. ‘

Operations of Twin Bridges. Twin Bridges is not licensed or admitted to do business in the United States. The
insurance laws of each state of the United States and of many other countries regulate or prohibit the sale of
insurance and reinsurance within their jurisdictions by non-domestic insurers and reinsurers that are not admitted to
do business within such jurisdictions. We do not intend to allow Twin Bridges to maintain an office or solicit,
advertise, settle claims or conduct other insurance activities in any jurisdiction without a license, unless it can do so
subject to an exemption from the licensing requirement or as an approved or accredited surplus lines insurer. We
intend to operate Twin Bridges in compliance with the U.S. state and federal laws; however, it is possible that a
U.S. regulatory agency may raise inquiries or challenges to this subsidiary’s insurance and reinsurance activities in
the future. If Twin Bridges fails to respond to such inquiries or challenges in a manner that satisfies the regulatory
agency, they may take legal or administrative action against Twin Bridges. Such action may have a material adverse
effect on our reputation, business and financial condition. :

" New York and California Regulation of Self-Insurance Groups

The groups we manage are subject to state law and regulation by workers’ compensation boards or similar
authorities in New York and California, the states in which they operate. As part of our fee-based management
services, we assist the groups we manage in complying with these laws and regulations. In addition, we become
subject to these same laws and regulations arising from our activities in forming and marketing these self-insured
groups.

Although such requirements vary from state to state, each self-insured group must generally meet certain
minimum requirements. For example, the members of a group must have and maintain a minimum aggregate net
worth. In New York, with the exception of groups consisting of municipal corporations, each group must have and
maintain a minimum combined annual payroll of group members, excluding payroll attributable to out-of-state
employees of the members and uncovered employees.

Regarding the composition of each group, in New York, homogeneity in the nature of the business activities of
all members of a group must exist and each group must include only employers that have been in business for a
period of time which is acceptable to the chair of the New York State Workers’ Compensation Board. In California,
each group must be composed of employers in the same industry as defined under the California workers’
compensation statutes and regulations. ' '

As we form new groups, we must submit a comprehensive application to the applicable state regulatory
agencies. These applications must include, among other things, a current payroli report for each member of the
group and a description of the safety program, if any, proposed for the employer group. In New York, an actuarial
feasibility study directed and certified by an independent qualified actuary and a report identifying the projected
rate of contribution and assessments to be paid by each member for the first year of the group’s operation, and the
manner in which such contributions and assessments were calculated, are also required. In California, a feasibility
study prepared by an independent risk management individual or firm is required. In addition, in connection with
the formation of a new self-insured group, each new group will be required to deposit with the applicable regulatory
agency securities, surety bonds and/or irrevocable letters of credit which may be liquidated by the regulatory agency
in the event that the group is unable to pay its habilities.

After a group is formed, it is subject‘.to a number of régulations with respect to its operations. Pursuant to these
regulations, each group:

« must receive approval from the applicable state regulatory agency prior to admitting a new member;
» is required to purchase excess workers’ compensation coverage to cover loss above levels established by the

applicable state regulatory agency;
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» must follow mandatory guidelines with respect to the investment of the funds collected by the group and
must follow additional guidelines with respect to the use of the funds;

-

= is subject to periodic audit and review of the group’s financial statements and contribution rates by the
applicable regulatory agency; and . '

* must maintain assets in an amount which exceeds its liabilities.

In the event that a group is unable to maintain assets in an amount which exceeds its liabilities, the group may
be limited in the amount of new members that it may add, may be required to assess its members in order to remedy
‘such deficiency, deposit additional security with the applicable regulatory agency or, in certain circumstances, be
dissolved. ' - '

Each group is also subject to periodic reporting and disclosure requirements and must file with the'appli'cable
regulatory agency audited financial statements, actuarial reports and payroll reports. In California, the self-insured
groups are required to pertodically submit audited or reviewed financial statements of their members.

Both we and the groups we manage in New York are subject to certain disclosure requirements and other
regulations with respect to the solicitation of new members and the preparation of marketing material with respect
to the groups.

We are licensed by the New York Workers’ Compensation Board as a third party claims administrator in New
York. Under California law, we are not permitted to manage the claims of the groups we manage in California.
Therefore, our groups in California contract with an independent third party administrator to perform this task.

Some of the regulations described above are undergoing review and .are subject to change in both New York
and California. For information concerning possible changes in the regulations in New York and California, see
“Risk Factors — Risks Related to our Fee-Based Business — The regulations applicable to workers’ compensation
self-insured groups and insurance brokers are.undergoing review and are subject to change in both New York and
California, and we may be adversely affected by any.changes in those regulations.”

.

State Insurance Regulation

Insurance companies are subject to extensive regulation and supervision by the department of insurance in the
state in which they are domiciled and, to a lesser extent, other states in which they conduct business, Majestic is
primarily subject to regulation and supervision by the California Department of Insurance. These state agencies
have broad regulatory, supervisory and administrative powers, including, among other things, the power to grant
and revoke licenses to transact business; license agents; set the standards of solvency to be met and maintained;
determine the nature of, and limitations on, investments and dividends; approve policy forms and rates in some
states; periodically examine an insurance company’s financial condition; determine the form and content of
required financial statements including by prescribing statutory accounting standards; and periodically examine
market conduct.

Detailed annual and quarterly financial statements prepared in accordance with statutory accounting standards
and other reports are required to be filed with the departments of insurance of the states in which we are licensed to
transacl business. Majestic’s financial statements and financial condition are subject to periodic examination by
these departments of insurance. |

In addition, many states have laws and regulations that limit an insurer’s ability to withdraw from a particular
market. For example, states may limit an insurer’s ability 1o cancel or not renew policies, Furthermore, certain states
prohibit an insurer from withdrawing one or more lines of business from the state, except pursuant to a plan that is
approved by the state insurance department. The state insurance department may disapprove a plan that may lead to
market disruption. Laws and regulations that limit cancellation and non-renewal and that subject program
withdrawals to prior approval requirements may restrict our ability to exit unprofitable markets,

As a member of an insurance holding company, Majestic, our primary insurance subsidiary, is subject to
additional regulation by California, its domiciliary state, and the states in which it transacts business. Pursuant to the
insurance holding company laws of California, Majestic i$ required to register with the California Department of
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Insurance. In addition, Majestic is required to periodically report certain financial, operational and management
data to the California Department of Insurance. All transactions within a holding company system affecting an
insurer must have fair and reasonable terms, charges or fees for services performed must be reasonable, and the
insurer’s pollcyholder surplus following any transaction must be both reasonable in relation to its outstanding
liabilities and adequate for its needs. Notice to, and in some cases approval from, insurance regulators in California
is required prior to the consummation of certain affiliated and other transactions involving Majestic.

In addition, the insurance holding company laws of California require advance approval by the California
Department of Insurance of any change in control of Majestic. “Control” is generally presumed to exist through the
direct or indirect ownership of 10% or more of the, voting securities of a domestic insurance company or of any
entity that controls a domestic insurance company. In addition, insurance laws in many states contain provisions that
require pre-acquisition notification to the insurance commissioners of a change in control of a non-domestic
insurance company licensed in those states. Any future transactions that would constitute a change in control of
Majestic, including a change of control of us, would generally require the party acquiring control to obtain the prior
approval by the California Department of Insurance and may require pre-acquisition notification in applicable states
that have adopted.pre-acquisition notification provisions. Obtaining these approvals may result in a material delay
of, or deter, any such transaction, .

These laws may discourage potential acquisition proposals and may delay, deter or prevent a change of control
of us; including through transactions, and in particular unsolicited transactions, that some or all of our stockholders
might consider to be desirable. oo _ r

Majestic;s ability to pay dividends is subject to restrictions contained in the insurance laws and related
regulations of California. The insurance holding company laws in California require that ordinary dividends be
reported to the California Department of Insurance at least 10 business days prior to payment of the dividend to
shareholders. Extraordinary dividends may not be-paid until 30 days after the Commissioner has received notice of
the declaration of such extraordinary dividend and has either approved the paymentof such extraordinary dividend
or has not, within such 30-day period, disapproved of the payment. An extraordinary dividend is generally defined
as a dividend that, together with all other dividends made within the past 12 months, exceeds the greater of 10% of
the company’s statutory policyholders’ surplus as of the preceding December 31st or the net income from operations
of the company for the 12-month period ending the previous December 31st. Statutory policyholders’ surplus, as
determined under statutory accounting principles, or SAP, is the amount rémaining after all liabilities, including .
loss and loss adjustment expenses, are subtracted from all admitted assets. Admitted assets are assets of an insurer
prescnbed or permitted by a state insurance regulator to be recognized on the statutory balance sheet. Insurance
regulators have broad powers to prevent the reduction of statutory surplus to madequate levels, and there is no
assurance that extraordmary dividend payments will be permltted

* Collectively bargained workers” compensation insurance programs in California were enabled by S5.B. 983, the
workers compensation reform bill passed in 1993, and greatly expanded by the passage of 5.B. 228 in 2003.
Among other things, this legisiation amended the California Labor Code to include the specific requirements for the
creation of an alternative dispute resolution program for the delivery of workers’ compensation benefits. The
passage of S.B. 228 madé these programs available to all unionized employees where previously they were
avallable only to unionized employees in the construction industry.

Our workers” compensation operations are subject to legislative and regulatory actions. In California, where
we have our largest concentration of business, significant workers’ compensation legislation was enacted twice in
recent years. Effective January 1, 2003, legislation became effective which provides for increases in indemnity
benefits to injured workers. Benefits were increased by an average of approximately 6% in 2003, approximately 7%
in 2004 and by a further 2% in 2005. In September 2003 and April 2004, workers’ compensation legislation was
enacted in California with the principal objective of reducmg costs. The legislation contains provisions which
primarily seek to reduce medical costs and does not directly impact indemnity payments to injured workers. The
prmmpal changes in the legislation that impact medical costs are: '

= a reduction in the reimbursable amount for certain physician fees, outpatient surgerles phannaceutlcal
products and certain durable medical equipment;
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* a limitation on the number of chiropractor or physical therapy office visits;
*+ the 1ntroduct10n of medical utilization guidelines;
*a requlrement for second opinions on certain spinal surgenes and

- = arepeal of the presumption of correctness afforded to the treating physician', except where the employee has
pre-designated a treating physician. o ) :

Federal Insurance Laws and Regulations

As a provider of maritime workers' compensation insurance, Majestic is subject to the USL&H Act, which
generally covers exposures on the navigable waters of the United States and in adjoining waterfront areas, including
exposures resulting from loading and unloading vesseis. We are also subject to regulations related to the USL&H
Act and the Merchant Marine Act of 1920, or the Jones Act. The USL&H Act, which is administered by the
U.Ss. Department of Labor, provides medical benefits, compensation for lost wages and rehabilitation services to
longshoremen, harbor workers and other maritimé workers who are injured during the course of employment or
suffer from diseases caused or worsened by conditions of employment. The Department of Labor has the authority
to require us to make deposits to serve as collateral for losses incurred under the USL&H Act. The Jones Actisa
federal law, the maritime employer provisions of which provide injured offshore workers, or seamen, with a remedy
against their employers for injuries arising from negligent acts of the employer or co- workers during the course of
employment on a ship or vessel. : . . .

As a condition of duthorization effective August 25, 2005, the U.S. Department of Labor implemented new
regulations requiring insurance carriers authorized to write insurance under the USL&H Act or any of its extensions
to deposit security to secure compensation payment obligations. The Department of Labor determines the amount
of this deposit annually by calculating the carrier’s obligations under the USL&H Act and its extensions by state and
by the percentage of those obligations deemed unsecured by those states’ guaranty funds. Majestic’s initial deposit
obligation, mandated under the new regulation, is currently being determined by the U.S. Department of Labor.

From time to time, various regulatory and legislative changes have been proposed in the insurance industry.
Among the proposals that have in the past been or are at present being considered are the possible iniroduction of
federal regulation in addition to, or in lieu of, the current system of state regulation of insurers and proposals in
various state legislatures (some of which proposa]s have been enacted) to conform portions of their insurance laws
and regulations to various model acts adopted by the NAIC. We are unable to predict whether any of these laws and
regulations will be adopted, the form in which any such laws and regulations would be adopted, or the effect, if any,
these developments would have on our operations and financial condition,

On November 26, 2002, in response to the tighténing of supply in certain insurance and reinsurance markets
resulting from, among other things, the September 11, 2001 terrorist attacks, the Terrorism Risk Insurance Act of
2002 was enacted. In 20035, this law was extended and the extended law is referred to in this annual report as the
Terrorism Risk Act. The Terrorism Risk Act is designed to ensure the availability of insurance coverage for losses
resulting from certain acts of terror in the United States of America. As extended, the law, establishes a federal
assistance program through the end of 2007 to help the property and casualty insurance industry cover claims
related to future terrorism-related losses and requires such companies to offer coverage for certain acts of terrorism.
By law, Majestic may not exclude coverage for terrorism losses from its workers’ compensation policies. Although
Majestic is protected by federally funded terrorism reinsurance to the extent provided for in the Terrorism Risk Act,
there are limitations and restrictions on this protection, including a substantial deductible that must be met, which
could have an adverse effect on our financial condition or results of operations. Potential future changes to the
Terrorism Risk Act, including a decision by Congress not to extend it past December 31, 2007, could also adversely
affect us by causing our reinsurers to increase prices or withdraw from certain markets where terrorism coverage is
required.

The National Association of Insurance Commissioners

. The NAIC is a group formed by state insurance commissioners to discuss issues and formulate policy with
respect to regulation, reporting and accounting of insurance companies., Although the NAIC has no legislative
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authority and insurance companies are at all times subject to the laws of their respective domiciliary states and, toa
lesser extent, other states in which they conduct business, the NAIC is influential in determining the form in which

.such laws are enacted. The NAIC provides authoritative guidance to insurance regulators on current statutory

accounting issues by promulgating and updating a codified set of statutory accounting practices in its Accounting
Practices and Procedures Manual. The California Department of Insurance has adopted these codified- statutory
accounting practices.

California has also adopted laws substantially similar to the NAIC’s risk-based capital laws, which require
insurers to maintain minimum levels of capital based on their investments and operations. These risk-based capital
requirements provide a standard by which regulalors can assess the adequacy of an insurance company’s capital and
surplus relative to its ‘operations. Among other requirements, an insurance company must maintain capital and
surplus.of at least 200% of the risk- based capital computed by the NAIC’s risk- based capital model (known as the
“Authorized Control Level” of risk-based capital). At December 31, 2005, the capltal and surplus of Majestic
exceeded 500% of the Authorized Control Level of risk-based capital.

The NAIC’s insurance regulatory information system, or IRIS, key financial ratios, developed to assist
insurance departments in overseeing the financial condition of insurance companies, are reviewed by experienced
financial examiners of the NAIC and state insurance departments to select those, companies that merit highest
priority in the allocation of the regulators’ resources. IRIS identifies twelve industry ratios and specifies “usual
values” for each ratio. Departure from the usual values on four or more of the ratios can lead to inquiries from
individual state insurance commissioners as to certain aspects of an insurer’s business. '

o

Statutery Accounting Practices, or SAP

SAP are a basis of accounting developed to assist insurance regulators in monitoring and regulating the
solvency of insurance companies. SAP is primarily concerned with measuring an insurer’s surplus to policyholders.
Accordingly, statutory accounting focuses on valuing assets and liabilities of insurers at financial reporting dates in
accordance-with appropriate insurance law and regulatory provisions applicable in each insurer’s domiciliary state.

Generally accepted accounting prmCIpIes or GAAP, are concerned with a company’s solvency, but such
principles are also concerned with other financial measurements, such as income and cash flows. Accordingly,
GAAP gives more consideration to appropriate matching of revenue and expenses and accounting for manage-
ment’s stewardship of assets than does SAP. As a direct result, different assets and liabilities and different amounts
of assets and liabilities will be reflected.in financial statements prepared in accordance with GAAP as opposed to
SAP. : '

’

Statutory accounting practices established by the NAIC and adopted, in part, by the California regulators,
determine, among other things, the amount of statutory surplus and statutory net income of Majestic and thus
determine, in part, the amount of funds it has available to pay dividends to us.

Employees

As of December 31, 2006, we employed approximately 245 full-time employees. The number of employees in
each of our subsidiaries as of that date was as follows:

CRM . . o e e e e e 1i0
CRM CA L. e e e s 22
51 1 G O g 34
MaJeStic . . - oo et e i 79




We have the following number of employees performing the foliowing functions as of December 31, 2006:

C . Employees
- Administrative . .. . ... R e e 72
Managers: . ........ ... ... S e 27
Claims Management.......... e e e e e o Tl
Risk Assessment and Loss Control Services . ....... L AP 16

Sales and Marketing . . . . .. ... .. . . e G e 9.
Underwriting ... ...oooovnennnnn.. RS PR B 28
Medical Bill Review and Case Management . ...0.........0........ T 22
Total .. .. e P 045

We expect that we will continue to hire additional employees as we expand our business. We believe that our
relations with our employees are good. None of our employees is subject to a collective bargaining agreement.

Available Information

We maintain a website at www.crmholdingsltd.bm. The Company is not including the information on its
website as a part of, nor is it incorporating such-information by reference into, this Form 10-K. We make available
all of our SEC filings, including our Annual Report on Form 10-K and any current reports on Form 8-K, through our
websile, free of charge, as soon as is reasonable practicable after these materials have been filed with the SEC.
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ITEM 1A. RISK FACTORS

An investment in our common shares involves a high degree of risk. Before making an investment decision, you
should carefully consider the risks described below and all of the information contained in this annual report. If any
of the risks discussed in this annual report actually occur, our business, financial condition and results of operations
could be materially and adversely dﬁectgd. If this were to happen, the price of our common shares could decline
significantly and you may lose all or a part of your investment. . :

Risks Related to Qur Reinsurance and Insurance Businesses

We may experience difficulty in integrating our recent acquisition of Embarcadero into our operations
and we may not realize the anticipated benefits of the acquisition.

) Our acquisition of Embarcadero in November 2006 involves a number qf risks to our business, including some
or all of the following: . o '

* i

+ the diversion of management’s attention from our core businesses;

* the disruption of our ongoing business;
. A

* entry into markets in which we have limited or no experience;

5

'the ability to integrate the acquisition without substantial costs, delays or other problems;
» managing a much larger combined business, including implementing adequate internal controls;
= inaccurate assessment of undisclosed liabilities;

= a failure to accurately assess the risks associated with the businesses that Majestic has insured and loss
reserves that are inadequate to cover actual losses;

= the incorporation of and development of diversified workers’ compensation insurance products;

» the failure to realize expected synergies and costs savings;

the loss of key employees or customers of the acquired business;
» increasing demands on our operational systems; and
» possible adverse effects on our reported operating results.

The Embarcadero acquisition is the first acquisition that we have completed since becoming a public company.
The expansion of our business and operations resulting from the Embarcadero acquisition may strain our
administrative, operational and financial resources. The successful integration of Embarcadero into our company
will require, among other things, the retention and assimilation of its key management, sales and other personnel;
the incorporation of and development of diversified workers’ compensation insurance products; the coordination of
Majestic’s lines of insurance products and services; the adaptation of Majestic’s technology, information systems
and other processes, including internal controls; and the retention and transition of its customers and agents.
Unexpected difficulties in integrating Embarcadero could result in increased expenses and the diversion of
substantial time, effort, attention and dedication of management resources and may distract our management in
unpredictable ways from our existing business. The integration process could create a number of potential
challenges and adverse consequences for us, including the possible unexpected loss of key employees, brokers
and agents, a possible loss of sales or an increase in operating or other costs. These types of challenges and
uncertainties could have a material adverse effect on our business, financial condition and results of operations. We
may not be able to manage the combined operation effectively or realize any of the anticipated benefits of our recent
acquisition of Embarcadero, which could also have a material adverse effect on our business, financial condition
and results of operations. :

Although we have conducted what we believe to be a prudent level of investigation regarding Embarcadero’s
business and Majestic’s loss reserves, an unavoidable level of risk remains regarding the actual condition of the
business. Majestic has established loss reserves that represent an estimate of ultimate amounts needed to pay and
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administer claims with respect to insured events that have occurred, including events that have not yet been
reported. Loss reserves are estimates and are inherently uncertain; they, do not and cannot represent an exact
measure of liability. Loss reserve estimates are based on estimates of the ultimate cost of individual claims and.on
actuanal estimation techniques. Several factors contribute to the uncertainty in establishing these estimates.
Judgment is required in actuarial estimation to ascertain the relevance of historical payment and claim settlement
pattems under current facts and circumstances. Key assumptions in the estimation process are the average cost of
claims’ over time, which’is referred to as severity trends, including the increasing level of medical, legal and
rehabilitation costs, frequency risks, fluctuations in inflation, prevailing economic, social and judicial trends,

legislative changes, third party claims handling procedures and costs associated with fraud or other abuses of the

médical claim process.-Accordingly, Majestic’s loss reserves may prove to be inadequate to cover actual losses, and
we could become responsible for these liabilities. We could also become responsible for other unexpecteéd liabilities
that we failed or were unable to discover in the course of performing due diligence during the acquisition.

Under the stock purchase agreement, the selling stockholders of Embarcadero are required to indemnify us
against certain undisclosed liabilities and an adverse loss reserve development, up to specified amounts. However,
we cannot assure -you that the indemnification, even if obtained, will be enforceable, collectible or sufficient. in
amount, scope or duration to fully offset the possible liabilities. Any of the liabilities, individually or in the

. aggregate, could have a material adverse effect on our business, financial condition and results of operations.
]

We depend on our remsurance business for a substantial portion of our revenues and proﬁts and we'
" could be adversely affected 1f we are not able to maintain or increase this busmess

. The groups we manage purchase excess workers’ compensation coverage from U.S. admitted insurers to cover
claims that exceed a minimum leve] established by state law or regulation or by administrative determination. We
curremly remsure a portion of the excess workers’ compensatlon coverage purchased by 12 of our 14 groups

- We denve a s:gmficant amount of our income from our reinsurance business, We anticipate that revenues from
our reinsurance business could account for an increasing portion of our total revenues and net income. Upon their
policy renewals on January t, 2007, 6 of our 14 groups obtained-excess and frequency coverage from Majestic. For
these 6 groups, Twin Bridges reinsures a portion of the coverage provided by Majestic pursuant to a quota share
reinsurance contract, also effective on January 1, 2007. Under this quota share reinsurance agreement, Twin Bridges

reinsures 90% of the coverage that Majestic provides to the groups net of liabilities ceded to unaffiliated reinsurers‘

and receives 90% of the premiums paid to Majestic by the groups net of premiums paid to unaffiliated reinsurers.
Twin Bridges’ llab111tles under the quota share reinsurance agreement, however, are capped at specific levels. Six of
our groups have not yet renewed their excess and frequency coverage policies and continue to be covered by the
excess and frequency coverage policies from NY Marine & General until their respective renewal dates. Under the
December 2005 NY Marine & General Agreement, which was terminated, as of January 1, 2007 for new business,
Twin Bridges reinsures 70% of all of the coverage it provides under these policies and receives 70% of the
premiums paid to NY Marine & General by the groups. If those 6 groups currently covered by NY Marine &
General obtain policies from Majestic upon their renewal in either April, June or August of this year, we expect
Twin Bridges to reinsure a portion of this coverage under the quota share reinsurance agreement

: As a result of our new arrangement with Majestic and the termination of the December 2005 NY Marine &
General Agreement, we expect that the portion of our revenues dependent upen the placement of excess coverage
for our groups will increase. Unless we enter into reinsurance agreements with other third parties, Majestic will be
the only source of business for Twin Bndges in the future. '

Majestic could lose or otherw15e have its current llcenses revoked or could fail to obtain the requ1red license in
Texas. In addition, our groups may determine to obtain excess coverage insurance from other U.S. admitted insurers
if such insurers offer a better rate or more favorable terms than those offered by us through Majestic. Further, these
insurers may not offer us the opportunity 1o reinsure a portion of the excess coverage or may only do so in lower
amounts or on terms and conditions that are less favorable or not acceptable 10 us. This may occur if these insurers
are offered a better rate or more favorable terms from one of our competitors. We could lose all or a substantial
portion of our reinsurance premium revenues which,-for the year ended December 31, 2006 represented approx-
imately 33% of our total revenues: In addition, in such event we would be unable to grow, by providing excess
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coverage insurance directly to our groups, which is one of our strategies for growth. Any of the adverse
developments described above would have a2 material adverse effect on our business, financial condition and
results of operations.

If we do not effectively price our insurance policies, our financial results will be adversely affected.

Qur insurance policy prices are established when coverage is initiated. Adequate rates are necessary to
generate premiums sufficient to pay losses, loss adjustment expenses and underwriting expenses, and to earn a
profit. Our prices for insurance coverage are based on estimates of expected losses generated from the policies
which we underwrite. We analyze many factors when pricing a policy, inciuding the policyholder’s prior loss
history and industry, and the loss prevention orientation of the policyholder’s management. Inaccurate information
regarding a policyholder’s past claims experience puts us at risk of mispricing our pelicies. When initiating
coverage on a policyholder, we rely on the claims information provided by the policyholder or previous carriers to
preperly estimate future claims expense. If the claims information is not accurately stated, we may underprice our
policy by using claims estimates that are too low. As a result, our actual costs for providing insurance coverage to
our policyholders may be significantly higher than our premiums, which would have a materially adverse effect on
our business, financial condition and results of operations.

fn addition, the actions of state regulatory authorities have a material impact on the pricing of our policies. For
example, in May 2006, the California Insurance Commissioner issued a decision adopting an advisory pure
premium rate reduction of 16.4% for California workers” compensation policies inéepting on or after July [, 2006.
Pure premium is that portion of an insurance premium necessary to cover the cost of paying claims, such as medical
and indemnity costs and allocated and unallocated loss adjustment expenses. Such actions of the California
Insurance Commissioner are advisory only and insurance companies may choose whether or not to adopt the new
rates. On May 19, 2006, Majestic filed new rates reflecting an average reduction of 15% from prior rates for new and
renewal workers’ compensation insurance policies written in California on or after July 1, 2006. The filing was
approved by the California [nsurance Commissioner on May 26, 2006. On September 14, 2006, the Workers’
Compensation Insurance Rating Bureau of California, or “WCIRB,” an industry-backed private organization that
provides statistical analysis, amended a previous filing with the California Insurance Commissioner to recommend
an additional 6.3% decrease in advisory pure preminm rates on new and renewal policies effective on or after
January 1, 2007. The filing was based on a review of loss and loss adjustment experience through June 30, 2006 and
was made in response to continued reductions in California workers’ compensation claim costs. On November 2,
2006, the California Insurance Commissioner recommended a 9.5% decrease in workers’ compensation advisory
pure premium rates for policies commencing on or after January 1, 2007, which was subsequently approved by the
California Department of Insurance. On.November 21, 2006, Majestic filed for an 8.1% decrease effective
January 1, 2007. This decrease was the eighth California rase reduction for Majestic since October 1, 2003, resulting
in a net cumulative reduction: of Majestic’s California rates of 48.5%.

Consequently, we could underprice risks, which would adversely affect our profit margins, or we could
overprice risks, which could reduce our sales volume and competitiveness. In addition, our competitors may adopt
premium rate reductions that are greater than ours. In any of these scenarios, our business, financial condition, and
results of operations could be materially adversely affected.

Our financial condition and results of operation could be adversely affected by our failure to establish
adequate loss and loss adjustment expense reserves.

We establish and adjust reserves for Twin Bridges and Majestic as we recognize our liabilities for unpaid
losses, which represent estimates of amounts needed to pay and administer claims with respect to insured events that
have occurred,” including events that have not been reported. Loss reserves are estimates and are inherently
uncertain; they do not and cannot represent an exact measure of liability. Workers” compensation claims are often
paid over a long period of time. In addition, for traditional workers’ compensation coverage written by Majestic,
there are no policy limits on liability for workers’ compensation claims as there are for other insurance. Estimating
reserves for traditional or excess insurance or reinsurance of workers’ compensation claims may be more uncertain
than estimating reserves for other lines of insurance or reinsurance with shorter or more definite periods between
occurrence of the claim and final determination of the ultimate loss and with policy limits for claim amounts.
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Accordingly, there is a greater risk that we may fail to accurately estimate the risks associated with the businesses
that we insure and that our reserves may prove to be inadequate to cover our actual losses. Further, this risk is greater
for reinsurance than for traditional or excess insurance of worker’s compensation claims because the period of time
that generally elapses between the underwriting and pricing of our reinsurance of the excess coverage purchased by
the groups we manage and the payment of a claim pursuant to such reinsurance is éven longer than that for our
groups and, as a resull, our reserves are more difficult to estimate and are even less likely to be accurate.

Loss reserve estimates are based on estimates of the ultimate cost of individual claims and on actuarial
estimation techniques. Several factors contribute to the uncertainty in establishing these estimates. Judgment is
required in actuarial-estimation to ascertain the relevance of historical payment and claim settlement patterns under
current facts and circumstances. Key assumptions in the estimation process are the average cost of claims over time,
which is referred to as severity trends, including the increasing level of medical, legal and rehabilitation costs,
frequency risks, fluctuations in inflation, prevailing economic, social and judicial trends, legislative changes, third
party claims handling procedures and costs associated with fraud or other abuses of the medical claim process. Due
to the inherent uncertainty of estimating reserves, it has been, and will continue to be, necessary to revise estimated
future liabilities as reflected in our reserves for both Twin Bridges and Majestic for claims and related expenses.
Furthermore, Twin Bridges has only been in existence since December 2003, has had limited loss experience and a
relatively small population of underlying risks, and therefore we rely heavily on'industry data in establishing our
loss reserves. Our own experience in this line of business could run materiatly higher than industry loss: expenence
and therefore we are exposed to an increased likelihood that our actual results may not conform to our estimates.
Our business strategy includes reinsuring an increased amount of the excess coverage provxded for the groups we
manage, including the insurance coverage provided by Majequc

In addition, in states other than California, Majestic has a shorter operating history. Consequently, wé must rely
on a combination of industry benchmarks, our limited experience in these states and our experience in California.
Operational changes in claims handling practices over the years may impact the interpretation of this historical data,
which can also be impacted by external forces such as legislative changes, economic fluctuations and legal trends. A
key assumption in the estimation process for workers’ compensation reserves is severity trends, including the
increasing costs of health care and the medical claims process. If there were unfavorable changes in severity trends,
our reserves for losses and loss adjustment expenses m:ght need to be increased, which would resultina charge o
our earnings. - _ - ‘

E)

To the extent our loss reserves for Twin Bridges or Majestic are insufficient to cover actual losses and loss,

adjustment expenses, we will have to adjust our loss reserves and may incur charges to our earnings, Wh]Ch could
have a material adverse effect on our business, financial condition and results of Operatlons

Twin Bridges is a reinsurer of Majestic. Consequently, we may be exposed to a greater share of certain
-losses. ' '

Under the December 2005 NY Marine & General Agreement, Twin Bridges reinsures 70% of all of the
coverage NY Marine & General provides to our groups and receives 70% of the premiums paid to NY Marine &
General by the groups. The December 2005 NY Marine & General Agreement was terminated as of January 1, 2007
with respect to new business and upon their policy renewals on January 1, 2007, 6 of our 14 groups obtained excess
and frequency coverage from Majestic. Our reinsurance subsidiary, Twin Bridges, reinsures a portion of the excess
and frequency coverage provided by Majestic to 6 of our 14 groups, Consequently, on a consolidated basis, we are
providing 100% of the excess and frequency coverage obtained by these 6 groups net of liabilities ceded to
unaffiliated reinsurers. In addition, if those 6 groups currently covered by NY Marine & General obtain policies
from Majestic upon their renewal in April, June, or August of this year, we expect Twin Bridgés to reinsure a portion

of this coverage under the quota share reinsurance agreement. This increased overall exposure to losses from large -

and/or frequent loss occurrences could have a material adverse effect on our busmess financial condition and
results of operations.
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A downgrade in the A.M. Best rating of our insurance subs:dtary could reduce the amount of business
we are able to write.

Third-party rating agencies assess and rate the claims-paying ablllty of insurers ‘based upon criteria established
by the agencies. In May 2005, A.M. Best downgraded the financial strength rating of Majestic to “B++" (Very
Good). Following our acquisition of Embarcadero, however, A M. Best upgraded Majestic’s financial strenglh
rating to “A—"" (Excellent).

These financial strength ratings are used by policyholders, insurers, reinsurers'and insurance and reinsurance
intermediaries as an important means of assessing the financial strength and quality of insurers. These ratings are
not evaluations directed to. potential purchasers of our common stock and are not recommendations to buy, sell or
hold our common stock. Qur ratings are subject to change at any time and could be revised downward or revoked at
the sole discretion of the rating agencies. We believe that the ratings assigned by A.M. Best are an important factor
in marketing our products. Our ability to retain our existing business and to attract new business in our insurance
operations depends largely on these ratings. Our failure to maintain our ratings, or any other adverse development
with respect.to our ratings, could cause our current and future independent agents, insureds, managed groups and
their individual members to choose to transact their business with more highly rated competitors. If A.M. Best
downgrades our ratings or publicly indicates that our ratings are under review, it is likely that we would not be able
to compete as effectively with our competitors, and our ability_ to sell insurance policies could decline. If that
happens our sales and earnings would decrease. For example, some of our agencies and insureds have guidelines
governing the financial strength rating of the company providing coverage. A reduction of our A M. Best rating
below “A—" would  prevent us from i 1ssumg policies to our groups, insureds or potential insureds with such ratings
reqmremems Because lenders and reinsurers will also use our A.M. Best ratings as a factor in deciding whether to
transact business with us, the failure of Majestic to maintain its current rating could dissuade a lender of reinsurance
company from Conductmg business with us or might increase our interest or reinsurance costs.

We may pursue opportunmes to ojfer other insurance praducts to the members of our managed groups
and others; any fa:lure to manage the risks mvolved could have a material adverse effect on our
busmess

We intend to explore the developmem and offering by Majestic of certain non-workers’ compensatlon property
and casualty insurance products to carefully selected members of the groups we manage and to other entities that are
not members of our groups. If we develop and offer these additional insurance products, Twin Bridges may reinsure
a portion of the risk that is underwritten by Majestic. A number of risks are inherent in this strategy, including,
among others: '

» greater loss exposure, especially if we fail to successfully manage or underwrite this new business;
B Lk -

1

* the diversion of management’s attention;

* an increase in our expenses and working capltal requirements;

* the need to hire addluonal ma:ketmg personnel, underwriters, claims personnel and other staff dedicated to
the new lines of business; and

» the need to obtain requ:red licenses 1o issue non-workers’ compensation property and casua]ty ‘products and
additional regulatory approvals, if required by applicable laws,

If we are unable to effectively manage these or other potential risks inherent in the marketing and sale of
additional insurance products, it could have a material adverse effect on our business, financial condition and results
of operations.

If we are unable to obtain or coh’ect on our reinsurance protectwn, our business, financial condmon and
results of operations ¢ could be matenally and adversely affected.

We purchase reinsurance coverage to help, in part, manage the risk assumed under the traditional workers’
compensation policies issued through Majestic. Reinsurance coverage helps to protect Majestic from the impact of
large losses. It involves an arrangement in which an insurance company, called the ceding company, transfers
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insurance risk by sharing premiums with another insurance company, called the reinsurer. Conversely, the reinsiirer
receives or assumes reinsurance from the ceding company. Majestic currently purchases excess of loss reinsurance.
Under excess of loss reinsurance, the reinsurer reimburses the ceding company for losses and loss expenses over a
specified dollar amount up to an agreed limit per occurrence. Majestic’s excess of loss’ coverage provides
reinsurance for occurrences of loss that exceed '$600,000 but are less than $50 million. Twin Bridges, on the other
hand, has’ tradltlonally acted only as a reinsurer. To date, Twin Bridges has not purchased any reinsurance for the risk
that it assumes. o - , o : - . -

The avallabrhty, amount and coqt of reinsurance depend on market conditions and our experience with insured
losses and may vary significantly. ‘Asa result of catastrophic events, such as the events of September 11, 2001, we
may incur significantly higher reinsurance eosls more restrictive terms and conditions, and decreased avallabrllty
We review and renegotiate our reinsurance protection each year” We cannot be certain, however, that our
reinsurance agreements will be renewed or replaced prior to their expiration upon terms satisfactory to us. If
we are unable to renew or replace our reinsurance agreements upon terms satisfactory to us, our net liability on
individual risks would increase and we would have greater exposure to catastrophic losses. If this wére to occur, our

underwriting results would be subject to greater variability and our underwriting capacity would be reduced. These"

consequences could adversely-affect our business, financial condition and results. of operations.

Majestlc s agreements for excess of loss reinsurance of traditional workers compensatlon coverage ‘expire on
June 30, 2007. Although we currently expect to rénew the agreements upon their expiration, any decrease in the
amount of our reinsurance at the time of renewal, whether caused by the exrstence of more restrictive terms and
conditions or decreased availability, will also increase our risk of loss and, as a result could materially adverse]y
affect our business, financial condition and results of operations. Majestic currently has 10 reinsurers participating
in its excess of loss reinsurance program, and we believe that this is a sufficient number of reinsurers to provide
Majestic: with reinsurance in the volume that it requires, However, it is possible that one or more of Majestic’s
current reinsurers could cancel participation, or Majestic could find it necessary to cancel the participation of one of
the reinsurers, in the excess of loss reinsurance treaty program. In either of those evems 1f Majestic’s reinsurance
broker is unable to spread the cancelled or terminated reinsurance among the remaining reinsurers in the program,
Majestic estimates that it could take approximately one to three weeks to identify and negotiate appropriate
documentation with a replacement reinsurer. During this time, Majestic would be exposed to an increased risk of
loss, the extent of which would depend on the volume of cancelled reinsurance. ' ’

In addition, we are subject to credit risk with respect to Majestic’s reinsurers. Reinsurance protection that
Majestic receives does not discharge our direct obligations under the.policies Majestic writes. We remain liable to
MaJestlc s pollcyholders even if we are unable to make recoveries to which we believe we are entitled under
Majestic’s reinsurance contracts. Losses may not be recovered from the reinsurers until claims are paid, and, in the
case of long-term workers’ compensation cases, the creditworthiness of the reinsurers may change and we may not
recover amounts to which we.are entitled. If we experience these problems in the future, our charges to income
would increase and our revenues would decline. As of December 31, 2006, Majestic had $30. 8 million of amounts
recoverable from its reinsurers that we would be obligated to pay if the reinsurers failed to pay Majestlc These
conqequences could adversely affect our busmess financial condition and results of operatlons

s
-

As we and our graups ojfer workers’ compensation insurance and reinsurance only, negatwe BN
developments in this industry would adversely affect our business. :

Our insurance subsidiary, Majestic, currently offers only traditional workers’ compensation insurance and
excess workers’ compensation reinsurance coverage, our groups solely offer workers’ compensation insurance and
Twin Bridges offers only workers’ compensation reinsurance. As a result of this concentration, negative devel-
opments in the economic, competitive or regulatory conditions affecting the workers’ compensation insurance
industry could have a material adverse effect on our financial condition and results of operations. A srgmﬁcam
decrease in pricing of the policies we and our groups offer due to increased competition or regulatory action,
adversé court decisions interpreting states’ workers’ compensation -laws and newly enacted legislation could
adversely affect our profitability and negatively impact our business. For-information concerning proposed
legislation in New York workers’ compensation legislation, see. “Risk Factors — The laws and regulations
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applicable to workers’ compensation are undergoing review and are subject to change in Ncw York, California and
Texas, and we may be adversely affected by any changes in those laws or regulations.

Should our competitors and/or our groups’ competitors offer products at prices lower than we believe would be
profitable, we and/or our groups may be unable to compete at those lower prices and our premium levels and our
groups’ premium levels could be reduced which would reduce our management fee revenues. Many of such
competitors are multi-line carriers that can price the workers’ compensation insurance at a loss in order to obtain
other lines of business at a profit. In contrast, our groups cannot offer workers’ compensation insurance at premium
levels which would cauvse them to fal] below actuarially adequate reserve thresholds. Further, since we only offer
workers’ compensation insurance, any reduction in the premium levels we charge below actuarially adequate
reserve thresholds would have a material adverse effect on the financial condition and results of operations of our
insurance business, '

Twin Bridges is subject to extensive régidation in Bermuda that may‘ adversely affect its ability to achieve
its business objectives. If Twin, Bridges fails to comply with these regulations, it may be subject to
penalties, including fines, suspensions and withdrawal of its insurance license.

Twin Bridges is subject to regulation and supervision in Bermuda. Among other matters, Bermuda statutes,
regulations and policies of the Bermuda Monetary Authority require Twin Bridges to maintain minimum levels of
statutory capital, statutory capital and surplus, and liquidity, to meet solvency standards, to obtain prior approval of
certain issuances and transfers of shares as well as to submit to certain periodic examinations of its financial
condition. These statutes and regulations may, in effect, restrict Twin Bridges® ability to assume reinsurance, to
make certain investments and to distribute funds. We cannot predict whether any change 10 these regulations will
materially and adversely affect our business. ' '

If Twin Bridges fails to comply with any of the above mentioned statutes and regulatlons the Bermuda
Monetary Authority may, among other thmgs direct Twin Bridges:

* not to take on any new insurance business;

= not to vary any insurance contract if the effect would be to increase the insurer’s liabilities;

* not to make certain investments;

» to realize certain investments;

* to maintain in, or transfer to the custody of, a specified bank, certaiﬁ assets;

« not to declare or pay any dividends or other distributions or to restrict the making of such payments; and/or
* to limit its premium income.

The approval of the Bermuda Monetary Authority is required for all transfers of shares in Bermuda companiés
prior to the completion of the transfer. The Bermuda Monetary Authority, however, in its policy dated June 1, 2005,
provides that where any equity securities, including our common shares, of a Bermuda company are listed.on an
appointed stock exchange, general permission is given for the issue and subsequent transfer of any securities of a
company from and/or to a non-resident, for as long as any equities securities of such company remain so listed. The
Nasdaq Global Select Market is deemed to be an appointed stock exchange under Bermuda law. Notwithstanding
the above general permission, the Bermuda Monetary Authority has granted CRM Heldings permission, subject to
the common shares in CRM Holdings being listed on an appointed stock exchange, to issue, grant, create, sell and
transfer any of CRM Holdings’ shares to and among persons who are either resident or non-resident of Bermuda for
exchange control purposes, whether or not such securities are listed on an appointed stock exchange:

Majestic is subject to minimum capital and surplus requirements. Failure to meet these requirements
could subject Majestic lo regulatory action.

Majestic is subject to minimum capital and surplus requirements the level and fulfillment of which are
specified by the laws of California and each state in which it issues policies. Any failure by Majestic to meet
minimum capital and surplus requirements imposed by applicable state law will subject it to corrective action,
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which may include requiring adoption of a comprehensive financial plan, revocation of its license to sell insurance
products or placing Majestic under state regulatory control, Any new minimum capital and surplus requirements
adopted in the future may require us to increase the capital and surpluq of our insurance company subsidiaries,
which we may not be able to do.

Risks Related to Our Fee-Based Business -

We are depena'em upon a number of our larger managed groups, and any failure to retain our
management agreements with these groups would adversely impact our business.

A significant amount of our existing business is dependent on a relatively small number of our managed
groups, Our four largest groups, HITNY, Elite Contractors Trust of New York, Contractors Access Program of
California and Transportation Industry Workers” Compeansation Trust of New York, provided approximately
23%,19%,17% and 13%,0f our revenues from fee-based management services for the year ended December 31,
2006. The loss of one or more of these groups would have a materiat adverse effect on our business, financial
condition and results of operattons.

-

Two of our groups, including HITNY, our largest group, are significantly underfunded.

We believe that as of the date of this annual report, adverse claims development has caused HITNY 's estimated
ratio of regulatory assets to total liabilities to decrease significantly. As a result of HITNY s underfunded status,
HITNY''s Board of Trustees has determined that the group will not accept any new members until the underfunding
has been substantially corrected. We are presently in discussions with HITNY’s Board of Trustees and the New
York Workers’ Compensation Board to develop a remediation plan to resolve HITNY s funding status. Discussions
regarding the plan are ongoing, and we hope to have a plan finalized by April {, 2007, which is HITNY s program
renewal date. If adopted, we expect that the remediation plan will incorporate a reduction in management fees paid
by HITNY and lower excess insurance cost when the existing coverage through NY Marine and General expires and

is likely replaced with coverage through Majestic. The remediation plan may also include HITNY purchasing

additional coverage for prior year’s losses. Although negotiations are on-going, we are optimistic that a remediation
plan can be agreed to by all parties and approved by the New York Workers’ Compensation Board. We cannot,
however, say with any ccrtamly that the proposed plan will be approved by the parties and what the ultimate terms of
the plan will be. .

Connected with HITNY’s adverse claims development, the New York Workers® Compensation Board is
conducting an inquiry into the actuarial work done by a third-party actuary. We have provided testimony and copies
of the underlying data that was submitted to the actuary to the New York Workers’ Compensation Board. The New
York Workers’ Compensation Board has also received testimony from the third-party actuary. We also understand
that the actuary provided.the New York Workers’” Compensation Board with a written independent report from
another qualified independent actuary that specializes in performing such reviews. This report verified that all
actuarial methods used and actuvarial judgments made were in accordance with sound actuarial principles and
standards. Although we expect that the materials and testimony that we provided to the New York Workers’
Compensation Board will substantiate all underlying data, we cannot predict the outcome of the New York
Workers’ Compensation Board’s i inquiry.

We have also recently determined that adverse claims development has similarly caused the estimated ratio of
regulatory assets to total liabilities to decrease significantly for another of our groups. This group accounted for
approximately 6% of our fee-based revenue for the year ended December 31, 2006. Although the group has not been
deemed underfunded at this point, we expect that the New York Workers” Compensation Board will make such a
determination following its review of the group’s finanicial statements. Accordingly, at its most recent meeting, we
presented a remediation plan to the group’s board of trustees, who preliminarily approved it. We expect to work with
the group and the New York Workers” Compensation Board to finalize this remediation plan to resolve the group’s
funding status, but are unable to predict the ultimate outcome of the discussions or the proposed plan.

The New York Workers Compensation Board has the regulatory authority to require underfunded groups to
increase the premiums their members pay to such groups, cause their members to pay an additional assessment for

the coverage provided by such groups during prior yéars, review all expenses of the group, including the .
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management fees paid by such groups, request substantial reductions in such expenses and, in extreme circum-
stances, order the group to disband. In the past, we have been able to assist our underfunded groups, including
HITNY, to develop and implement successful remediation plans and restore such groups to funded status. However,
we cannot assure you that either of the groups will be able to remediate their funding status successfully and in such
an event, our business, financial condition and results of operations, as well as our reputation with respect to the
provision of management services to self-insured workers compensation groups, could be materially and adversely
affected. Furthermore, either of the groups may assert a claim against us, which we would vigorously defend; if any
such claim results in payments to the groups or a reduction in the management fees the groups pay to us, our
business, financial condition and results of operations could also be materially and adversely affected.

We may be deemed to have a conflict of interest in concurrently managing groups and placing excess
coverage for these groups with Majestic or another U.S. admitted insurer that cedes a part of this excess
coverage to Twin Bridges.

We currently act as a reinsurance broker for the groups we manage which will allow us to place reinsurance for
our groups with Majestic in addition to other U.S. admitted insurers, while also reinsuring a portion of the excess
coverage ceded from such reinsurers to Twin Bridges. It is possible that one or more of our groups could conclude
that our acting as manager of the groups and as reinsurance broker for our groups, while also reinsuring a portion of
the excess coverage, presents an unacceptable conflict of interest. If this should occur, we could lose all or a
substantial portion of our reinsurance business or cur brokerage business, either of which would have a material
adverse effect on our business, financial condition and results of operations and prevent us from successfully
implementing our growth strategy of providing excess coverage to the groups we manage in California and New
York through Majestic. For example, a group of commonly owned former members of our largest managed group,
HITNY, filed suit against CRM and HITNY on December 30, 2004 alleging, among other things, that CRM had
engaged in self dealing and had committed a breach of fiduciary duty owed to them in connection with the
placement of reinsurance for the members of the group. This suit was settled in April 2006. As a result of this
settlement, we agreed lo retroactively reduce the management fees which HITNY was required to pay to us for the
period that began in April 2006 and ended in December 2006, resulting in a reduction of our management fees in the
aggregate amount of $162,500.

Due to the joint and several liability of New York and California se’f-insured groups, the failure of any
self-insured group in the state of New York or California could adversely affect our group management
business.

Each member of a self-insured group has joint and several liability for the obligations of the group incurred
during the period of its membership and that group may assess the members for any shortfall, even after a member
leaves a group, if-the loss was incurred during such member’s participation in the group. If-a group is not able to pay
its liabilities from its assets or these assessments; the New York State Workers™ Compensation Board may use the
security posted by the group and can also assess all of the other groups in New York State to pay these liabilities. In
California, each member of a self-insured group must participate as a member in the Self-Insurers’ Security Fund
established by state taw. Such fund may assess each of its members a pro rata share of the funding necessary as a
result of the failure of a private self-insured employer or self-insured group to"meet its compensation obligations
when the employer’s or group’s security deposit is either inadequate or not immediately accessible for the payment
of benefits. The failure of a single large self-insured group in New York or California, even if it is a group thai we do
not manage, could have an adverse effect on the other groups in the state and could affect the regulation of groups by
the state. Any such deve]opments may seriously hamper our ability to retain existing members, attract new members
to our managed groups and form new groups, each of which could have a material adverse effect on our business,
financial condition and our results of operations. '

Qur groups are dependent on obtaining excess coverage for the workers’ compensation coverage they
provide to their members and the loss of excess coverage would adversely affect our business.

Our groups are required to purchase excess coverage from U.S. admitted insurers under state law or regulation
or by administrative determination and thus are dependent on the availability. of this coverage to carry on their
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business. The availability and cost of excess coverage for the groups are subject to market conditions; which are
beyond our control. Our managed groups are dependent on insurers who underwrite excess coverage-and mdy be
unable to provide workers’ compensation coverage to their members if, in future periods, excess coverage becomes
unavailable or only available on unacceptable terms and conditions or includes material sub-limits or exclusions.
We cannot assire you that we will be able to continue to obtain adequate levels of excess coverage for the groups
with U.S. admittéd insurers at cost-effective ratés. In such an event, our managed groups may be unable to retain
existing members or attract new memibers, and we may not be able to form new groups, which would have a matenal
adverse effect on our busmess, ﬁnancral condmon and results of operatlons :
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If we underesumate the luzbtlmes mcurred by the groups we manage our busmess could be adversely )
“affected.”
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Significant periods of time generally elapse between the underwriting and pricing of workers’ compensation
1nsurance coverage and the payment of claims by our managed groups. As the groups recognize liabilities for
unpard losses the groups establlsh or adjust reserves, which represent estimates of amounts the groups will need to
pay with regard to their reported losses and unreported losses and the related loss ad]ustmem expenses. Loss
reserves are estimates and are inherently uncertain; they do not and cannot represent an exact measure of hablhty.
Loss reserve estimates are based on estimates .of the ultimate cost of individual claims and on actuarial estimation
techniques. Several factors contribute to the uncertainty in establishing these estimates. Judgment is required in
actuarial estimation to ascertain the relevance of historical payment and claim settlement patterns under current
facts and circumstances. Key assumptions in the estimation process are the average cost of claims over time, which
is referred to as severity trends, including the increasing level of medical, legal and rehabilitation costs, frequéncy
risks, fluctuations in inflation, prevailing economic, social and judicial trends, legislative 'changes, third party
claims handling procedures and costs associated with fraud or other abuses of the medical claim process. To the
extent the loss reserves for any of our managed groups is insufficient to cover such group’s actual losses and loss
adjustment expenses, the group will have to adjust its loss reserves and it may incur charges to its earnings, which
could have a material adverse effect on its financial condition and cash ﬂows and could require the group to assess
its members. This could expose us to liability for our management of the group, "have a negative impact on our future
management of the group, and adversely affect our reputation as a manager.

o

We oﬁqrege a:s* a third party administrator, or TPA, for our groups in New York to.manage their claims
and providing such services requires a license from the New York Workers’ Compensation Board. Our
 Jailure to maintain a TPA license could adversely affect our business, . - L
. Part of the services we provide our groups in New York includes acting as the group’s TPA. This requires_ us to
be responsible for the administration-and defense of the claims of the groups” members. We provide TPA services as
part of the management fees we receive front our groups. Operating as a TPA requires us 1o maintain a license issued
by the New York Workers’ Compensation Board, which has broad discretion to deny or revoke TPA licenses for
various reasons, including the violation of regulations. If we do not have the requisite TPA license and approval
from the New York Workefs’ Compensation Board or do not comply with applicable regulatory requirements, the
New York Workers” Compensation Board could preclude or temporarily suspend us from carrying on some or all'of
our activities or otherwise penahze us. This could adversely affect our ablllty to operate our business. If we fail to
maintain our TPA license or to eontmue offermg claims management services to our groups in New York, our ablhty
to mamtam and grow our fee- based management services business could be materially and adverse]y affected
Moreover, if the New York Workers Compensanon Board decided to suspend or revoke our TPA llcense it is, also
possible that New York Workers’ Compensatlon Board could place restrictions on our ablhty to perform other .group
administrator servrces for our New York groups. If the New York Workers’ Compensation Board were to place such
restrictions our ability to offer group adininistrator services to our New York groups, our ability to maintain and
~ grow our fee-based management servrces business could be'materially and adversely .affected.
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Qur groups in California employ third party administrators, or TPAs, to manage claims, and the failure
to maintain these services could adversely affect our business.

Under California law, we are not permitted to manage the claims of the groups we manage in California.
Therefore, our groups in California contract with independent TPAs to perform this task. As manager of the groups,
we retain claims settlement authority and establish loss reserves and review the work performed by the TPAs on a
regular basis. If the TPAs fail to manage the claims of our Cahfomla groups effectively, such failure may adversely
affect the operation of these groups and, consequently, may adversely affect our ability to retain members or attract
new members. Four of our California groups are currently managed by a single TPA, Matrix Absence Management,
Inc., or Matrix, a subsidiary of Delphi Financial Group, Inc. A fifth group in California has retained Tristar Risk
Management, or Tristar, to perform these services. If Matrix or Tristar were to fail to continue offering admin-
istrative services on competitive terms to these groups in California, our ability to maintain and grow our fee-based
management services business in California could be materially and adversely affected.

We are developing a program to offer fee-based services to third-party entities with which we have no
pre-existing relationships. We could fail to successfully market and provide these services to third parties.
© Part of our business strategy includes offering our medical bill review and case management services to large,

self-insured entities and insurance companies, self-insured groups and other third-party entities with which we have
no pre-existing relationships and which require these services. Since December 31, 2005, we added seven new
clients and plan to identify and negotiate arrangements with other prospects. We intend to expand our marketing of
these services within the next year, as we have recently. hired a senior vice president of sales and product
development. We will need to develop new relationships with these parties and we will incur expenses in marketing
the services. If we are unable to develop new relationships and successfully market these services, we will not be
able to implement this part of our business strategy. The failure to do so could have a material adverse effect on our
business, financial condition and results of operations.

Our fee-based management services business may expose us to liability in excess of our current insurance
coverage. h

The management of our groups exposes us to significant risks. We may have liability for errors or omissions in
the services we perform. We may also be liable to our groups, third parties and governmental authorities for, among
other things, fines, penalties and regulatory actions. These liabilities may exceed our insurance coverage and
financial resources. The cost of obtaining errors and omissions, general liability and professionat liability insurance
is rising. We cannot assure you that our insurance will be sufficient to cover the liabilities we may incur or that we
will be able to maintain insurance at reasonable rates or at all. If our policies are terminated and do not contain
retroactive coverage, we will not be insured for claims made after the termination of coverage even if these claims
are based on events or acts that occurred during the term of the policy. In such an event, we could be exposed to
liability which could have a material adverse effect on our business, financial condition and results of operations.

Our revenues may decrease if our insured groups obtain reduced rates under their management
agreements with us.

On April 1, 2005, we agreed to a modification of our management agreement with HITNY which reduces the
amount of revenue we derive from our management of HITNY. The agreement provides that it is retroactively
effective as of October 1, 2004. Further, as part of a settlement of claims by a group of commonly owned former
members of HITNY, we agreed to a reduction of our management fees charged to HITNY during the period
beginning April' 2006 and ending November 2006. HITNY was and continues to'be our largest group and accounted
for approximately 23% of our revenues from fee-based management services for the year ended December 31,
2006. In the event that another group grows sufficiently and seeks or otherwise requests a rate reduction which we
are compelled to accept, our financial condition and results of operations could be adversely affected.
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RlSkS Generally Applicable to our Business . . T - :

The laws and regulations applicable to workers’ compensation are undergoing review and are subject to

change in New York, California and Texas, and we may be aa'versely affected by any changes in those
laws or regulations.

We and the groups we manage are subjcct to laws and regulations in'New York, California and Texas governing
workers’ compensation. In New York, the workers” compensation laws are in the process of being reformed.
Significant legislative reforms were passed by both houses of the New York Legislature on March 6, 2007, and are
currently awaiting the Governor’s review and approval. These reforms include, among others, inCreases in the
amount of benefits received by the worker, limits on the length of payments for permanent partial disability injuriés,
an estimated reduction in-premiums charge to employers, a reduction in the assessments charged to employers, and
an increase in safety and return to work programs. Given their preliminary nature, we have not yet performed a

. qualitative or quantitative analysis of the legislative reforms. These reforms, could, however, materially and
adversely affect our ability to achieve some or all of our business objectives, both in our fee-based and primary
insurance segments, and could have a materially adverse effect on our financial condition and results of operation.’

Further, the regulations for self-insured groups in both New York and California are undergoing review and are
therefore subject to change. Much of the potential revisions in these regulations remain in-the preliminary stages and
have not vet been submitted for comment; however we cannot assure you that we are aware of all potential revisions
that may be considered by the regulators. Nonetheless, the New: York State Wérkt;rs"Compensation Board has
expressed concern about rating the solvency of self-insured groups and may, in the future, institute a new system of
grading self-insured groups in New York. The New York State Workers’ Compensation Board has also expressed
concern over the need to ensure homogeneity among members of new self-insured groups and may, in the future,
promulgate regulations to ensure that the members of all new]y formed qe]f msured groups are 1nsuﬁng the same
type of risks. :

- In addition, the California Department of Insurance has proposed new regulations conceining brokers. If
adopted as currently written, the regulations would apply to all lines of insurance and all brokers and general agents
-and would require brokers to disclose to clients the receipt or poténtial receipt of any'income from a third party if
that income' derives from the broker’s transaction with the client. Under the proposed regulations, among other
provisions, a misrepresentation or unfair act occurs if the broker does not advise a client whether the broker will

seek a quote from one or more carriers. Also, the broker is subject to additional disclosure obligations if the broker” .

makes a recommendation regardmg such quotes. We may be subject to these regulations with respect to the
brokerage services we provide to our groups. We cannot predict the adoption or effect of any future regulatlons in
New York, California or Texas. Any regulations that are promulgated may subject us to additional comphance
requirements and may materially and adversely affect our ability to achieve some or all of our business objectives
and could have a materially adverse effect on our financial condition and results of operation.
' . B 1.

We and our groups are exposed to the credit risk of the reirisurers who provide excess coverage.

The groups we manage are and will continue to be exposed to the credit risk of the insurers that provide excess

coverage, Placing excess coverage with these insurers does not and will not relieve the members of our managed -

groups from liability. Furthermore, if these insurers fail to maintain satisfactory ratings from relevant rating
agencies, they may not be eligible to provide the excess coverage. Any failure of these insurers to pay covered losses
in a timely manner or to maintain the required ratings could have a material adverse effect on our reputation,
buc;mess financial condition and results of operatlons

Much like the groups that we manage through our fee- based business, our insurance subsidiary, Majestic,
purchases excess workers’ compensation coverage from reinsurers to cover claims that exceed certain minimum
levels: ,Consequently, we are subject to credit risk with respect to those reinsurers. Although we purchase
reinsurance to manage our risk and exposure to losses, we continue to have direct obligations under the policies
we write. We remain liable to our policyholders, even if we are unable to recover what we believe we are entitled to
receive under our reinsu'rancp contracts. Reinsurers might refuse or fail t_b pay losses that we cede to them, or they
might delay payment. In the case of long-term workers’ compensation cases, the creditworthiness of our reinsurers
may change before we can recover amounts to which we are entitled. Recent natural disasters, such as hurricanes
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Katrina, Rita and Wilma, have caused unprecedented insured property losses, a significant portion of which will be
borne by reinsurers. If one of our reinsurers is active in markets other than the workers’ compensation insurance
market, its ability to perform 1ts obhgauons in the latter market may be adversely affected by events unrelated to
workers’ compénsation insurance losses.

~ At December 31, 2006, Majestic carried a total of $30.7 million of reinsurance receivables for paid and unpaid
losseq and loss adjustment expenses and cedmg commissions, representing 73% of Majestic’s total stockholders’
equity as of that date. If all reinsurance receivables became uncollectible, our surplus would decline by this amount,
and we would not be in compliance with the apphcable statutory capital and surplus requirements at our current
level of premiums written. If we fall below risk-based capital solvency, standards prescribed by the California
Department of lnsurance the California Department of Insurance would have the statutory authority to place us into
receivership, to suspend Majestic’s certificates of authority or to set limits on our maximum annual gross or net
premiums written in all states, Of the $1.4 million in reinsurance receivables as of December 31,2006, $37.6 million
is currently recoverable on paid losses and $36.2 rmlllon is recoverable on unpaid losses and therefore is not
currently due. The reinsurance recewables with respect to unpaid losses will become current as we pay the related
claims. As of December 31, 2006, MHJCSUC s largest receivable from a single reinsurer was $21.2 million owed by
its quota share reinsurer, Hannover Ruckversicherungs AG, representing 41.1% of Majestic’s total stockholders’
equity as of that date. Of that amount; $1.0 million was currently receivable with respect to paid losses. The balance
related to losses that may be paid in the ‘future and-thereforé is not currently due. If-any of our reinsurers are unablé
or unwilling to'pay amounts they owe us in a ‘timely fashion, we could suffer a significant loss or a shortage of
liquidity, which would have'a mateiial adverse effect on our business and results of operations. '

A . £ e i

Our geographw concentrauon tres our performance to the busmess, ecanomw amf regulatory conditions
"in New York and California and any changes in those conditions could adversely affect our business.

Our self-insured groups are primarily located in New York and California. Unfavorable business, economic or
regulatory conditions in either of those two states could negatively impact our business, and, consequently, we are
exposed to economic and regulatory risks,that are greater than the risks faced by insurance companies that conduct
business over a greater geographic area. Furthermore, the California group self-insurance market is still developing
and remains volatile. . - o Coe et . .

Majestlc s insurance busmess IS primarily located in Callfornla In the year ended December 31 2006
approxrmately 92% of Majestic’s revenues were atiributable to_ insurance policies written in Cahforma Our
revenues and proﬁtabﬂlty are subject to prevarlmg regulatory, legal economic, polltlcal demographlc competitive,
mdustnal and other conditions in New York and California. Changes in any of these conditions could make it less
aftractive for us to do business in these states and would have a more pronounced effect on us compared to
companies which are more geographically diversified. For example, in May 2006, the California Insurance
Commissioner issued a decision adoptlng an advisory pure premium rate reduction of 16.4% for California
workers’ compenqatlon policies incepting on or after July 1, 2006. Pure premium is that portion of an insurance
premium necessary. to cover the cost of paying claims, such as medical and indemnity costs and allocated and
-unallocated loss adjustment expenses. Such actions of the California Insurance Commissioner are advisory only and
insurance companies may choose whether or not to adopt the niew rates. On May 19, 2006, Majestic filed new rates
reflecting an average.reduction of 15% from prior rates for new and renewal workers’ cornpensatlon insurance
policies written in California on or after July 1, 2006: R o vt : -

In addition, on September 14, 2006, the WCIRB amended a prev1ous filing with the California lnsurance
Commissioner to recommeénd an additional 6.3% decrease in advisory pure premium rates on-new and renewal
policies effective on or after January 1, 2007. On November 2, 2006, the California Insurance Commlssmner
recommended a 9.5% decrease in workers’ compensation advisory pure premium rates for policies eommencmg on
or ‘after, January 1, 2007. On November 21, 2006, Majestic filed for an 8.1% decrease effective January 13 2007
which was subsequeritly approved by the California Department of Insuranee This decrease was the éighth
California rate reduction for Majestic sinice October 1, 2003, resulting in a net cumulative reduction of Majestic’s
California rates of 48.5%. If the California Insurance Commissioner continues to adopt reductions to the advisory
pure premium rate and we or our California groups are unable to match the premium rate reductions adopted by our

'
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competitors or our California groups’ competitors, our busmcsq financial condmon and results of operations could
be materially adversely affected. :

Further, because our business is concentrated in this manner the occurrence of one or more catas[roph:c events
or other conditions affecting losses in New York or California cou]d have amaterial adverse effect on our results of
operation or ﬁnan(:lal condition.

Our business is heavily dependent upon independent general agenfs and brokers with whom we do not
have exclusive relationships and the loss of any of these important relationships would adverseiy affect
our business.

Al of the members of the groups we manage are introduced by general agents and brokers, and these groups
derive a significant portion of their members from a limited number of these general agents and brokers. As of
December 31, 2006, approximately 76% of the aggregate annualized premiums paid or attributable to the groups we
manage was derived from members referred to our groups by approximately 20% of our general agents and brokers.
Majestic also markets and sells its insurance products solely through independent, non-exclusive insurance
agencies. As of December 31, 2006, approximatcly 46% of Majestic’s premium in-force was derived from
customers referred to Majestic by approximately 10% of Majestic’s general agents and brokers.

We do not have an exclusive relationship with these general agents and brokers. They are not obligated to
promote our groups or insurance products and may sell products offered by our competitors. Many of our
competitors have longer relationships with the general agents and brokers that we use or intend to use. Further, we
and the groups we manage must offer workers’ compensation insurance products that meet the requirements of
these agencies and their customers and provide competitive compensation to these agencies. We cannot assure you.
that we will successfully maintain these relationships, cultivate new.ones or be able to meet the future requirements
of these general agents and brokers. In addition, consolidation in the general agency and insurance brokerage
industry may lead to the loss of one or more of these relationships. The failure to maintain satisfactory relationships
with general agents and brokers from whom we obtain or expect to obtain our business or to develop new:
relationships would have a material adverse effect on our business, financial condition and results of operations.

We and the groups we manage face intense competition from a large number of companies in the
workers’ compensation insurance business and in the reinsurance business and we may be unable to
compete effectively, which would have a material adverse effect‘ on our businesses.

The workers” compensation insurance market, which is our primary source of revenue, is highly competitive
and, except for regulatory considerations, has very few barriers to entry. We and the groups we manage compete
with many companies in the workers’ compensation insurance business. These competitors include, among others:

+ the state funds in New York, California and Texas; - I

*« specialty, regional and major insurers in New York, California and Texas, such as. American International
Group, Inc., Chubb Group of Insurance Companies, Zurich Financial Services, Utica National. Insurance
Group, Greater New York Mutual Insurance Company, Travelers Insurance Group Holdings Inc., Liberty
Mutual Insurance Company, Hartford Financial Services Group Inc, Employers Direct Insurance Company,
Redwood Fire & Casualty lnsurance Co., Republic Companies Group, Inc., Redlands lnsurance Co., St. Paul
Travelers, Zenith National Insurance Corp, National Liability and Fire Insurance Company, Preferred
Employers, SeaBright Insurance Company, CompWest Insurance Company, Employers Compensation
Insurance Company of California, Everest Insurance Company, ICW Group; and

* groups managed by other group administrators, such as First Cardinal Corporation, and New York
Compensation Managers, Inc. in New York and Bickmore Risk Services in California.

Many of the insurance companies listed above have more capital, name and brand recognition and marketing
and management resources than we or the groups we manage have. Many of our competitors have offered, and may
continue to offer, workers’ compensation insurance’ combined with other insurance coverage. Some of our
competitors offer workers’ compensation insurance on a multi-state basis. Competition in our industry is very
intense and from time to time results in a significant reduction in premiums for workers’ compensation insurance,
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and we may be competitively disadvantaged because key group members may be obliged or inclined to purchase
packaged products or multi-state workers' compensation coverage from our competitors in order to receive
favorable rates for other types of liability coverage or because our competitors offer Superior premium rates or
policy terms. We cannot assure you that we'will be able to implement our business strategy in a manner that will
allow us to be competitive. Increased competition could reduce the ability of our groups to attract new members and
retain existing members and would adversely impact the groups we manage and our business, financial condition
and results of operations will be adversely affected as a result.
We and the grbups' we manage are subject to extensive regulation in the United States that may adversely
affect our ability to achieve our business objectives. If we and our groups do not comply with these
regulations, we and they may be subject to penalties, including fines, suspensions, withdrawals of licenses
and restrictions on the growth of our groups. ‘ ‘

We and the groups we manage are subject to extensive governmental regulation and supervision. Most
insurance regulations are designed to protect the interests of policyholders or members of the groups, rather than
shareholders and other investors. These regulations, generally administered by a department of insurance of the
workers’ compensation or similar board in each jurisdiction in which we do business, relate to, among other things:

+ approval of premium, contribution and funding rates;

« ratios of assets to liabilities, credit and risk reserves, net worth levels and standards of solvency;
 formation of groups and licensing as a third-party claims administrator in New York;

« limits on the size and nature of risks assumed and retained, including requiring the purchase of excess
coverage for loss above levels established by the applicable state regulatory agency;

= mandatory guidelines for the investment of funds;

+- reserves for unearned premium, losses and other purposes;

+

« periodic audits and other regulatory reviews of the financial statements of the groups, Majestic and Twin
Bridges;

+ deposits for the benefit of the Chairman of the New York State Workers’ Compensation Board or Director of
_Industrial Relations of the State of California;

+ annual reporting and disclosure agreements;
» limitations on our ability to transact business with our affiliates;
+ regulation of mergers, acquisitions and divestitures involving Majestic;

« compliance by Majestic with various licensing requirements and approvals that affect our ability to do
business; : - :

_ + approval or,l"eject:xon of Majestic’s policy coverage and enidorsements;

.

« limitations on our investments and dividends;

« assessment requirements for the provision of funds necessary for the settlement of covered claims under
certain policies provided by impaired, insolvent or failed insurance companies; and

» compliance with medical privacy laws.

Insurance dep:irtnients and state workers’ compensation or similar boards also conduct periodic examinations
of the affairs of the insurance companies and groups they regulate and require the filing of periodic, annual and other
reports relating to financial condition, approval of new members, groups and other matters. Moreover, the National
Association of Insurance Commissioners, or NAIC, which is an organization of insurance reguiators from the
50 states. the District of Columbia, and the four U.S. territories, and the state insurance regulators regularly
reexamine existing laws and regulations, interpretations of existing laws and proposals for new laws. Such laws,
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regulations or interpretations by NAIC or state insurance regulators may be more restrictive or result in higher costs
to us and the groups we manage.

In addition, regulatory auothorities have relatively broad discretion to deny or revoke licenses or suspend

underwriting of business for various reasons, including the violation of regulations, We intend to base some of our
practices on our interpretations of regulations or practices that we believe are generally accepted by the insurance
industry. These practices may turn out to be different from the interpretations of regulatory authorities. If we, or the
groups we manage, do not have the requisite licenses and approvals or do not comply with applicable regulatory
requirements, insurance regulatory authorities could preclude or temporarily suspend us or the groups we manage
from carrying on some or all of our or their activities, including placing restrictions on how many new members may
be admitted to a group each year or on the amount of growth in premiums a group rﬁay experience, or otherwise
impose penalties. In such an event, our reputation as well as our ability to operate our business would be materially
and adversely affected. From time to time, one or more of our groups have been subject to certain operating
restrictions, none of which has materially impacted our operations to date.

In addition, workers’ compensation insurance is statutorily provided for in all of the states in which Wwe do
business, State laws and regulations provide for the form and content of policy coverage and the rights and benefits
that are available to injured workers, their representatives and medical providers. For example, in California, on
Tanuary 1, 2003, workers’ compensation legislation became effective that provided for increases in the benefits
payable to injured workers. Also, in California, workers’ compensation legislation intended to reduce cértain costs
was enacted in September 2003 and April 2004. Among other things, this legislation established an independent

medical review process for resolving medical disputes, tightened standards for determining impairment ratings by

applying specific medical tréatment guidelines, capped temporary total disability payments to 104 weeks from first
payment and enabled mjured ‘workers to access immediate medical care up to $10,000 but required them to get
medical care through a network of doctors chosen by the employer. The implementation of these reforms affects the
manner in which we coordinate medical care costs with employers and the manner in which we oversee treatment
plans. However, the reforms are subject fo continuing opposition in the California legislature, in the courts and by
ballot initiatives, any of which could overturn or substantially amend the reforims and regulatory rules applicable to
the legislation. We cannot predict the ultimate impact of the reforms.

Our ahility to transact business with our affiliates and to enter into mergers, acquisitions and divestitures
involving Majestic is limited by the requirements of the insurance holding company laws in California. To comply
with these laws, we are required to file notices with the California Department of Insurance to seek its approval at
least thirty days before engaging in any intercompany transactions, such as sales, purchases, exchanges of assets,
loans, extensions of credit, cost sharing arrangements and extraordinary dividends or other distributions to
shareholders. Under these holding company laws, any change of.control transaction also requires prior notification
and approval. Because these governmental agencies may not take action or give  approval within the thirty day
period, these notification and approval requirements may subject us to business delays and additional business
expense. If we fall to give these notifications, we may be subject to significant fines and penalties and damaged
working relallons with these governmental agencies.

. . : v . .
Further, changes in the level of regulation of the insurance or reinsurance industry or changes in the laws or

regulations or their interpretations by regulatory authorities could materially and adversely affect our ability to
manage our groups or operate our business.

The offshore insurance and reinsurance regulatory markets have long been the subject of scrutiny by federal
and state leg1slat1ve and regulatory bodies. This scrutmy has led to a number of legislative and reguldtory initiatives
designed to make it more difficult for offshore companies to transact business with U.S. persons. If Twin Bridges
were to become subject to any United States federal or state law or regulation, Twin Bridges may be required to post
deposits or maintain minimum surplus and may be prohibited from engaging in lines of business or from writing
specified types of policies or contracts. Compliance with these laws and regulanons could have a material adverse
effect on our business, financial condition and results of operations. :
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Our manizgecf groups in Cal{forniﬁ and Texas and our reinsurance business have limited operating
histories, and it may be difficult to predict-their future performance.

We began our reifsurance operations in December 2003, by reinspring a portion of the excess workers’
compensation coverage NY Marine' & General provides to groups we manage. We started providing management
services to our first workers’ compensation group in California in October 2003 and in Texas in December 2006: We
are still developing name recognition and-a reputation in California and Téxas, and, as a result, there may be limited
historical information available to help evaluate our track record. In addition, to continue the growth of these areas,
we expect to hire and retain additional key employees and other staff, develop and maintain business relations,
continue to establish operating prqcedures, acquire or lease additional facilities, implement new systems, obtain
approvals from regulatory agencies or organizations to form new groups and complete other similar tasks necessary
for the conduct of our reinsurance and group management business in California and Texas. These expenses could
have a material adverse effect on our business, financial condition and results of operations.

We may require additional capital in the future, which may not be available on favorable terms or at all.

As we expand our group management business, we intend to reinsure additional excess coverage which may
" require us to have additional capital. Further, if we offer new insurance products or offer workers’ compensation
insurance in additional states, we may need additional capital. The amount and timing of these capital requirements
will depend on many factors, including our ability to grow our group management business and Majestic’s
insurance business, to successfully reinsure the excess coverage réquirt_ad by our groups and our ability to offer new
insurance products. At this time, we are not able to estimate the amount of additional capital we may require in the
future or predict the timing of our future capital needs. Any additional equity or debt financing, if available at all,
may be available only on terms that are not favorable to us. If we are able to raise capital through equity financings,
your interest in us would be diluted, and the securities we issue may have rights, preferences and privileges that are
senior to our common shares. If we raise capital through the issuance of debt, the incurrence and repayment of any
debt could have a material adverse effect on our business, financial condition and results of operations.

We depend on our key executives, and may not be able to hire and refain qddftional key employees or
successfully integrate new members of our management team and the loss of a key employee could have
a material adverse effect on our business.

Our success will depend largely on our continued reliance on the experience and expertise of our senior
management, which inpludes, among othefs, Daniel G. Hickey, Jr., our Chief Executive Officer, who has more than
15 years of insurance industry experience. Although we have entered into employment agreements with Mr. Hickey
and other members of our senior management team, any of our senior managers may terminate his. employment
with 'us and seek employment with others who may seek his expertise. The loss of Mr. Hickey’s expertise or the
expertise of any of our senior management.through death, disability or termination of employment would have a
material and adverse effect on our business, financial condition and results of operations. We are not the beneficiary
of life or disability insurance covering any of our executives, key employees or other personnel,

'

Qur ability to implement our business strategy will depend on ‘our success 'in recrtiiling, retaining and
successfully integrating our management team and other personnel. If we are unable to retain employees and to
attract and integrate new members of our management team, key employees or other personnel, we may be unable
to successfully implement our business strategy in a timely manner. If we are unable to do so or if we were to lose the
services of our senior executives or key employees, it could have a materidl adverse effect on our business, financial
condition and results of operations. ‘ '

A significant amount of our imiested assets will be s;tbject' fo change's in interest rates and market
volatility which could adversely affect our financial condition and results of operations.

For periods prior to March, 2006 we invested the p'relﬁiums we received from our reinsurance in short-term
U.S. Treasury bills, cash and money market equivalents, In March, 2006 -our board of directors established-a
Financial and Investment Committee that-adopted investment policies for our reinsurance premiums, Majestic has
also established investment policies for the insurance. premiums it receives. Management wiil implement these

4
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investment policies with the assistance of independent investinent managers. We: expect that our investment
portfolio for both entities will include a significant amount of interest rate- sensmve instruments, such as bonds,
which may be adversely affected by changes in interest rates. Interest rates-are highly sensitive to many factors,
including governmental monetary policies, domestic and international economic and political conditions and other
factors beyond our control. Because of the unpredictable nature of losses that may arise under our insurance and
reinsurance policies, our liquidity needs could be substantial and may increase at any time. Increases in interest rates
will decrease the valie of our investments in fixed-incomé securities. If increases in interest rates occur durlng
periods when we sell investments to satisfy liquidity needs, we may experience investment losses. Conversely, if
interest rates decline, reinvested funds will earn less than expected. For example, an increase of one percent in the
current market interest rates would change the’fair value of our fixed-income securities by approximately
$3.5 million as of. December 31, 2006. The calculated change in fair value was*determined using duration
modeling assummg no prepayments . ) e

Our mvestment results may also be adversely affected by changes in the busmess ﬁnanmal condition, credit
worthiness or results of operations-of the entities in which we invest, as well as changes in government monetary
policies, general economic and overall market conditions. Furthermore, general economic conditions may be

adversely affected by U.S. involvement in hostilities with other countries and large-scale acts of terrorism, or the
threat of hostilities or terrorist acts.

. If we do not structure our investment portfolio so that it is appropriately matched with our insurance and
reinsurance liabilities, we may be forced to liquidate investments prior to maturity at a significant loss to cover such
liabilities. For this or any of the other reasons discussed above, investment losses could sngmﬁcant]y decrease our
asset base, which will adversely affect our ability to conduct business.

Any of these events or changes could have a material ddverse effect on, our busmess ﬁnanc:al condmon and
results of operations, ‘

-, .

Our profitability may be adversely impacted by mﬂanan ‘ . . - '

The effects of mﬂauon could cause the amount of each claim to rise in the future Our reserves for loeses and
toss adjustment expenses include assumptions about future payments for settlement of claims and claims handling
costs, such as medical treatments and litigation costs. To the éxtent inflation causes these costs to increase above
reserves established for these costs, we would be.required to increase our ioss reserves with a coiresponding
reduction in our net income in the period in which the deficiency is identified, which could have a material adverse
effect on our business, financial condition and results of operations.

" Our holding company structure and certain regulatory, tax and other constraints affect our ability to pay
dividends, make other payments and redeploy capital among our subsidiaries.

" CRM Holdings is a holding company and, as such, has no substantial operations, Dividends and other
permitted distributions from our subsidiaries are expected to be our primary source of funds to meet our ongoing
‘cash requirements and ‘other expenses, and to pay dividends, if any, to shareholders. Bermuda law and regulations,
including Bermuda insurance regulations, restrict the declaration and payment of dividends out of retained

- earnings, and the making of distributions out of contributed surplus, by Twin Bridges unless certain regulatory
requirements are met, In addition, insurance regulations in California restrict the payment of dividends and other
distributions by Majestic. The lnablllty of Twin Bridges and/or Majestic to pay dividends in an amount sufficient to

enable us to meet our cash requirements could have a mdtenal adverse effect on our business, financial condition
and results-of operations.

v

U.S. withholding tax payable on dw:dends pald to' CRM Hotdmgs by our U S. subszdumes ajfects aur
ability to pay dividends and redeploy cap:tal s

Any dividends paid from our U.S. subsidiaries to us would be subjecttoa U S. federal withholding tax of 30%.
We therefore dohot expect {0 receive dividends from our U.S. subsidiaries for the foreseeable future. This will also
restrict our-ability to redeploy capital from our U.S. subsidiaries to our Bermuda operations. If Twin Bridges
requires capital because of unanticipated losses or for other reasons, and we are unable to provide the required
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capital from the profits and cash flow of our U.S. operations, it could have a material adverse effect on our business,
financial condition and results of operations.

Implementation of our growth strategies is subject lo numerous risks and difficulties.

Key elements of our growth strategies include continued growth and expansion of our fee-based business,
growth in our reinsurance business, provision of traditional workers’ compensation insurance through independent
insurance brokers and agents directly to insureds and expansion of our fee based and traditional workers’
compensation insurance businesses geographically. Our implementation of these strategies is subject to various
risks, including risks associated with our ability to: :

-+ identify, recruit and integrate new independent agents:
« properly design and price new and existing products and programs;
= identify proﬁtat;le new geograpﬁic markets and product lines o enter;
« obtain necessary licenses and regulatory approvals:

» as necessary, consider and identify further acquisition candidates and successfully execute and integrate
acquisitions we undertake; and '

» identify, hire and train new underwriting and claims handling employee's.

We miay encounter other difficulties in the implementation of our growth strategies, including unanticipated
expenditures and damaged or lost relationships with customers and independent agents. In addition, our growth
strategies include entry into geographic or business markets in which we have little or no prior experience. For
example, we formed a new self insured group in Texas on December 1, 2006. In addition to this group, we are
exploring and intend to form other self-insured groups in Texas. Since our existing personnel have limited
experience managing groups and writing workers’ compensation insurance in Texas, we cannot predict how this
new business will impact our profitability. Any such difficulties could result in excessive diversion of senior
management time-and adversely affect our financial resuits.

In addition, future growth of our primary insurance operations depends, in part, on our ability to expand our
underwriting operations in jurisdictions in which Majestic is already licensed, but has limited operations, and to
enter into new jurisdictions. Any effort to expand our operations in a state in which we do not currently have a strong
presence will require significant marketing efforts in order to penetrate the new market. Expansion into additional
jurisdictions would also require significant attention from members of our existing management team. Attention 1o
operations in new jurisdictions could distract members of our management team and negatively impact our
business.

Further, if we pursue further acquisitions, they may require significant capital outlays. If we issue equity or
convertible debt securities to pay for an acquisition, these securities may have rights, preferences or privileges
senior to those of our common shareholders or the issuance may be dilutive to our existing shareholders. Once an
acquisition is made, we could suffer increased costs, disruption of our business and distraction of our management
while we integrate the acquired business into our operations. Any failure by us to manage our growth and to respond |
1o changes in our business could have a material adverse effect on our business and profitability and could cause the
price of our common stock to decline. N

Our business could be adversely affected by Bermuda employment restrictions.

Under Bermuda law, non-Bermudians (other than spouses of Bermudians and holders of a_Permanent
Resident’s Certificate) may not engage in any gainful occupation in Bermuda without an appropriate governmental
work permit. Work permits may be granted or extended by the Bermuda government upon showing that, afier proper
public advertisement in most cases, no Bermudian (or spouse of a Bermudian) is available who meets the minimum
standard requirements for the advertised position. In 2001, the Bermuda government announced a new policy
limiting the duration of work permits to six years, with certain exemptions for key employees. We may not be able to
use the services of one or more of our key employees in Bermuda if we are not able to obtain work permits for them,
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which could have a material adverse effect on our business; We have obtained non-resident work permits for our
Chief Executive Officer, General Counsel, Chief Operating Officer and Chief Financial Officer. If we are unable to
renew the work permits for or officers or to obtain work permits for any new employees we intend to hire, we may
not be able to conduct our business operations fuliy or efficiently and our business, financial condition and results of
operations would be adversely affected. - : : '

We may have difficulty managmg our growth, which could limit our ab:hty to mcrease revenues and
cash flow.

As we have expanded our fee-baséd management services business into California, began reinsuring a portion

of the excess coverage obtained by the groups that we manage and ‘acquired Embarcadero and its wholly-owned

insurance subsidiary, Majestic, we have experienced significant growth in the scope of our operations and the
number of our employees. We expect this growth to continue as we grow our California fee-based management
services business, integrate the operations of Majestic and hire additional administrative staff to assist us with
meeting the increased compliance obligations of being a publicly-traded company. In addition, part of our strategy
includes growth of our medical bill review and case management services. This growth has and will continue'to
place significant demands on our management and our financial and operational resources. Continued g;owth will
likely increase our challenges in: ' |

» hiring, retaining and training of new employees;
* integrating the operations of Majestic;
. 'managing a large orgénizatioﬁ; _
e ilmplementin.g appropriate operating and financial procedures and systems;

+ adopting and implementing appropriate compliance procedures with respect, to state insurance
regulations; and : .

v acqumng or leasmg addltnonal facilities.

| we cannot scale and manage our business appropnately, we may not be able to.execute our busmess

strategies on a timely -basis, and our business, financial condition and results of operations could be advcrsely
affected.

Risks Related to the industry

The insurance and reinsurance business is historically cyclical, and we expect to experience periods with

excess underwriting capacity and unfavorable premium rates which could matenally and adversely affect
our business.

The results of operations of companies in the insurance industry historically have been subject to significant
fluctuations and uncertainties. Our profitability can be affected significantly by:

* compefition;, ,
* rate increases and decreases; .

* volatile and unpredictable developments, including frequency of oceurrence or severity of catastrophic and
other loss events;

* changes in the availability of reinsurance capacity and capital capacity;
* rising loss costs that we cannot anticipate at the time we or our groups price insurance products; and
+ other general economic and social COHdlthﬂS

The supply of insurance and reinsurance is related to prevailing prices, the level Of insured losses and the level
of industry surplus, which, in turn, may fluctuate in response to changes in rates of return on investments being
earned in the insurance and reinsurance industry. As a result, the insurance and reinsurance business historicaliy has
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been a cyclical industry, characterized by periods of intense price competition due to excessive underwriting
capacity as well as periods. when shortages of capacity permiited favorable premium levels. The supply of insurance
and reinsurance, may increase, either due to capital provided by new entrants or by the commitment of additional
capital by existing insurers or reinsurers, which may cause prices to decrease; Any of these factors could lead to a
significant reduction in premium rates and additional competition for business. '

During 1999 and 2000, the workers’ compensation insurance industry experienced substantial pricing
competition, and this pricing competition greatly affected the ability of providers to increase premiums. Beginning -
in 2001, there was a decrease in pricing competition in the industry, which enabled insurers to raise rates. More
recent legislative reforms in many states, including California, however, have caused premium rates-to decrease.
California Bill 899 was passed in April 2004 with the goal of reducing over time the medical and indemnity benefits
paid to injured workers. This legislation has allowed insurers to reduce rates, and rates may continue to decrease. In
addition, in November 2006, the WCIRB.and the Insurance Commissioner recommended an overall 9.5% rate
decrease in California for policies written after January 1, 2007. . .

Inbonﬁ‘ection_ with the changes in rates, the insitrance and reinsurance market is subject to intense competition.
With the enactment of California Bill 899 and the continued reduction m rates, the California market has become
competitive and remains competitive, If rate$ continue to decrease and competition continues to increase, this could
have a material adverse effect on our business, financial condition, and results of operations. At this time, we are
unabie to predict the impact that the proposed rate reductions and intense competition might have on our future
financial position and results of operations.

In addition to these considerations, changes in the frequency and severity of losses suffered by insureds and
insurers may affect the cycles of the insurance and reinsurance business significantly. In the event that adverse
market conditions develop in the workers™ compensation industry or the insurance industry as a whole, our groups
and Majestic may experience difficulties providing workers’ compensation insurance at competitive rates. Because
our groups do not have capital and surplus, they do not have the ability fo provide coverage at rates that produce a
loss after considering investment income and available reinsurance. As a result, our groups may lose metmbers and
experience a reduction in their premium revenues during periods of inadequate market pricing. If this occurs, we
would experience a reduction in our fee-based management services revenues. In addition, we could be unable to
reinsure a portion of the excess coverage at rates that we consider appropriate relative 1o the risks assumed: This
could have a material adverse effect on our business, financial condition and results of operations. .

Our groups and Majestic may have exposure to losses from terrorism for which they are required by law
to provide coverage. ' ’ :

Our managed groups and Majestic are reijuiljed'by faw to provide workers’ compensation benefits for losses
arising from acts of terrorism. The impact of any terrorist act is unpredictable, and the ultimate impact on our groups
would depend upon the nature, extent, location and timing of such an act. Currently, the excess coverage for our
groups does not include any sub-limits or exclusions limiting their excess insurers’ obligation to cover losses caused
by acts of terrorism, although we cannot assure you that sub-limits or exclusions will not be included in future years.
The Terrorism Risk Insurance Act of 2002 (“TRIA 2002”) was renewed through the Terrorism Risk Insurance
Extension Act of 2005 (“Extension Act™), which extends TRIA 2002 through 2007 with certain amendments. In the
case of certified acts of terrorism taking place after March 31, 2006, the program trigger has been set at $50,000,000
for the industry-wide insured losses occurring in 2006 and $100,060,000 for industry-wide losses occurring in 2007.
The Federal share of compensation under the Extension Act is 90% for 2006 and 85% for 2007. In addition, insurer
deductibles and aggregate retentions are increased for years covered under the Extension Act. This could make
membership in our managed groups less attractive, which could have a material adverse effect on our business,
financial condition and results of operations. ‘ ‘
The effects of emerging claim and coverage issues on our business are uncertain and could have a
material adverse effect on our financial condition and results of operation.

As industry practices and legal, judicial, social, regulatory and other conditions change, unexpected issues
related to claims and coverage may emerge. In some instances, as has been the case with asbestos-related injuries,
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these issues may not become apparent until some time after the insurance coverage has been provided. Such issues
may adversely affect the coverage provided by our managed groups and thus our business of reinsuring a portion of
the excess coverage obtained by the groups, by either expanding the scope of the cmefage provided or by increasing
the number or size of claims. Similarly, such issues may, adversely affect the insurance coverage provided by
Majestic through independent insurance brokers and agents to employers. As a result, the full extent of liability
under a group’s or Majesuc s coverage or under our reinsurance may not be kriovn until after coverage is prov1dcd

Recent examples of emerging claims and coverage issues include. post ‘traumatic stress disorder and whether
recent legislation can effectively reduce the incidence of work-related injury medical treatments (e.g., chlropractor
serv1ces)

Vo . . . . .
. . - . ]

The effects of these and other unforcc,een emerging claim and coverage issues are extremely hard to prcdlct and
could have a material adverse effect on our business, financial condition and results of operations,

Recent insurance industry investigations and regulatory praposals could resm't in mcreased regulatwn
that has a material adverse effect on our busmess

The insurance industry has recently become the focus of increased scrutiny by regu]atory and law enforcement
authorities, as well as class action attorneys and the general public, relating to allegations of improper special
payments, price-fixing, bid-rigging, improper accounting practices and other alleged misconduct, including
payments made by insurers to brokers and the practices surrounding the placement of insurance business. Formal
and informal inquiries have been made of a large segment of the industry, and a number of companies in the
insurance industry have received or may receive subpoenas, requests for information’ from regulatory agencies or
other inquiries relating to these and similar matters, These efforts are expected to result in both enforcement actions
and proposals for new.state and federal regulation. It is difficult to predict the outcome of these investigations,
whether they will expand into other areas not yet conternplated, whether activities and practices currently thought to
be lawful will be characterized as unlawful, what form new regulations will have when finally adopied and the
impact, if any, of increased regulatory and Iaw enforcement action and lmgatlon on’our business and ﬁnancual
C()l'ldl[lOﬂ N N . !

Addmonally, proposed legmlauon or new regulatory requirements are expected to be 1mposcd on lhe insurance
industry and may impact our business and the manner in which we compensate our brokers. in December 2004,
NAIC adopted amendments to NAIC’s Producer Licensing Model Act which were ratified by NAIC's Broker
Activities Task Force in June 2005. These amendments require a broker to disclose to the customer, prior to selling
insurance Lo that customer, that the broker will be receiving compensation from the insurer, or other third party, for
the placement of the insurance, or that the broker represents the insurer and may provide services to the customer for
the insurer.

Any of the foregoing could increase our cost of doing business, result in the loss of members of our groups and
otherwise adversely affect the way we conduct business, which could have a material adverse effect on our business,
financial condition and results of operations.

Risks Related to Our Common Shares. . ° - e
The pnce of our common shares may be volatile and might declme

The trading price of our common shares has been and may contmue to be volatile and may dechne for many
reasons, some of which are beyond our control, including, among others: :

* quarterly variations in our results of operations;

* results of operations that vary from those expected by securities analysts and investors;

» changes in expectations regarding our future results of operations, including financial estimates by securities
-analysts and investors;

+ announcements by third parties of claims agamst us,

* changes in Iaw and regulations; R t BT Co A
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« ‘future sales of our common shares; -
« changes in the overall market for our common shares; and ,
» the performance or prospects for companies in our industry.

. In addition, the stock market in recent years has experienced price and volume fluctuations that often have
been unrelated or disproportionate to a company’s operating performance. As a result, the trading price of our
common shares may be volatile and decline. ' ' : :
Future sales of common shares by our affiliates and other shareholders or by us may adversely affect the
price, and the future exercise of options may lower the price, of our common shares. ’

We cannot predict what effect, if anir, future sales of our common shares, or the availability of shares for future
sale, will have on the trading price of our common shares. Future sales of common shares by our existing
shareholders and other shareholders or by us, or the perception that such sales may occur, could adversely affect 'the
market price of our common shares and may make it more difficult for you to self your common shares at a time and
price that you determine appropriate. Additional common shares may be issuable pursuant to our 2005 long-term
incentive plan, -pursuant to which we have reserved an aggregate of up to 1,500,000 common shares for issuance
(including 262,841 restricted common shares issued to certain of our employees and cur non-employee directors).
The former owners of CRM, Eimar and Twin Bridges hold approximately, 3,944,514 of our common shares.
Commencing on December 20, 2000, these shares became eligible for sale in accordance with Rule 144 under the
Securities Act pursuant to the “dribble-out” provisions of that Rule.

Our failure to maintain adequate internal controls in our business could have a material adverse effect .
on our business, financial condition, results of operations and stock price.

Prior to our initiai public offering in December 2005, we had historically committed limited personnel and
resources to the development of the external reporting and compliance obligations that would have been required of
a public company. We recently completed our documenting and testing of our internal control procedures in order to
satisfy the requirements of Section 404 of the Sarbanes-Oxley Act of 2002. Section 404 requires annual
management assessments of the effectiveness of our internal controls over financial reporting and a report by
our independent auditors addressing these assessments. We are required to report, among other things, control
deficiencies that constitute a “material .weakness” or changes in internal controls that materially affect,"or are
reasonably likely to materially affect, internal controls over financial reporting. A “material weakness” is a
significant deficiency, or combination of significant deficiencies, that results in more than a remote likelihood that a
material misstatement of the annual or interim financial statements will not be prevented or detected.

This was our first report in which we were required to comply with Section 404, and we recently completed our
documentation and testing of our internal control procedures. If we fail to maintain the adequacy of our internal
controls in accordance with applicable standards as then in effect and as supplemented or amended from time to
time, we may be unable to conclude on an ongoing basis that we have effective internal controls over financial
reporting in accordance with Section 404. As aresult we might be subject to sanctions or investigation by regulatory
agencies such as the SEC. Moreover, effective internal controls are necessary for us to produce reliable financial
reports. If we cannot produce reliable financial reports or otherwise maintain appropriate internal controls, our
business, financial condition and results of operations could be harmed, investors could: lose confidence in aur
reported financial information, the market price for our stock could decline significantly and we may be unable to
obtain additional financing to operate and expand our business. ' '
Provisions in our charter documents may reduce or increase the voting power associated with our
common shares and thereby aﬂ'ec't your voting rights.

Our bye-laws generally provide that shareholders have one vote for each share held by thém and are entitled to
vote, on a non-cumulative basis, at all meetings of shareholders. However, pursuant to a mechanism specified in our
bye-laws, the voting rights exercisable by a shareholder will be limited so that certain persons or groups are not
deemed to hold more than 9.9% of the total voting power conferred by our shares. In addition, our board of directors
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retains certain discretion to make adjustments to the aggregate number of votes attaching to the shares of any
shareholder that they consider fair and reasonable in all the circumnstances to ensure that no person will hold more
than 9.9% of the total voting power represented by our then ocutstanding shares. Our bye-laws provide, generally,
that any shareholder owning, directly, indirectly or, in the case of any U.S. person, by attribution, more than 9.9% of
our common shares will have the voting rights attached to such common shares reduced so that it may. not exercise
more than 9.9% of the total voting‘ rights. The reduction in votes is generally to be applied proportionately among all
shareholders who are members of the first shareholder’s control group. A control group means, with respect to any
person, all shares directly owned by such person and all shares directly owned by each other shareholder any of
whose shares are included in the controlled shares of such person. Controlled shares means all common shares that a
person is deemed to own directly, indirectly (within the meaning of Section 958(a) of the Code) or, in the case of a
U.S. person, constructively (within the meaning of Section 958(b) of the Code). A similar limitation is to be applied
to shares held directly by members of a related group. A related group means a group of shareholders that are
investment vehicles and are under common control and management. Any reduction in votes will generally be
applied proportionately among members of the shareholder’s control group or related group, as the case may be.

The amount of any reduction of votes that occurs by operation of the above limitations will generally be reallocated
proportionately among all of our other shareholders who were not members of these groups so long as such
reallocation does not cause any person to hold more than 9.9% of the total voting power of our shares.

The attribution rules with respect to a control group will not apply-to Daniel G. Hickey, Sr. and Daniel G.
Hickey, Ir. Accardingly, the voting rights of each of Mr. Hickey, Sr: and Mr. Hickey, Ir, will be limited to 9.9% on an
individual basis and not on a joint and aggregate basis.

Under these provisions, some shareholders may have the right to exercise their voting rights limited to less than
one vote per share. Moreover, these provisions could have the effect of redacing the voting power of certain
shareholders who would not otherwise be subject to the limitation by virtue of their direct share ownership.

As a result of any reduction in the votes of other shareholders, your voting power might ihcreasc above 5% of
the aggregate voting power of the outstanding shares, which may result in your becoming a reporting person subject
to Schedule 13D or 13G filing requirements under the Exchange Act.

We also have the authority to request information from any shareholder for the purpose of determining whether
a shareholder’s voting rights are to be reallocated pursuant to the bye-laws. If a shareholder fails to respond to a
request for information from us or submits incomplete or inaccurate information {after a reasonable cure period) in
response 1o a request, we, in our reasonable discretion, may reduce or eliminate the shareholder’s voting rights.

Anti-takeover provisions in our bye-laws could impede an attempt to replace or remove our d:rectors,
which could diminish the value of our common shares.

Qur bye-laws contain provisions that may entrench directors and make it more difficult for shareholders to
replace directors even if the shareholders consider it beneficial to do so. In addition, these provisions could delay or
prevent a change of control that a shareholder might consider favorable. For example, these provisions may prevent
a shareholder from receiving the benefit from any premium over the market price of our common shares offered by a
bidder in a potential takeover, Even in the absence of an attempt to effect a change in management or a takeover
attempt, these provisions may adversely affect the prevailing market price of our common shares if they are viewed
as discouraging changes in management and takeover attempts in the future.

Examples of provisions in our bye-laws that could have such an effect includé the _following:

* election of our directors is staggered, meanmg that the members of only one of three classes of our directors
are elected each year; : : L -

+ the total voting power of any sharcholder owning more than 9.9% of our common shares w1ll be reduced to
9.9% of the total voting power of our common shares; and v

* our directors may, in their discretion, decline to record the transfer of any common shares on our share
register if the shares have not been fully paid for, if the directors are not satisfied that all required regulatory
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approvals for such'transfer have been obtained, if as a result of the transfer a shareholder would own mare
than 9.9% of our common shares, or if the instrument of transfer is in-favor of more than five persons jointly.

Our principal shareholders have the ability to sigmfwankly inﬂu'enc"e our business, which may be
disadvantageous to other shareholders and adversely affect the price of our common shares.

Daniel G. Hickey, Sr. and David M. Birsner, two of our directors, Daniel G. Hickey, Jr., our Chief Executive
Officer and Chairman of the Board, and.Louis J. Viglotti, our General Counsel and Secretary, collectively,
beneficially own approximately 26.7% of our outstanding common shares and possess approximately 23.7% of the
total voting power of our outstanding common shares. As a result, these shareholders, if they act together, will have
the .ability to exert substantial influence over all matters requiring approval by our shareholders, including the
election and removal of directors, any proposed merger, consolidation or sale of all or substantially all of our assets
and_other corporate transactions. These sharcholders may have interests that are different from ours or other
investors. - « - fo . : ‘ ' SRR

Our officers, directors and principal ‘sharehol'ders"coulc_l delay or prevent an acquisition, or merger of our
company even if the transaction would benefit other shareholders. Moreover, this concentration of share ownership
may make it difficult for shareholders to replace management. This concentration could be disadvantageous to other
shareholders with interests different from those of our officers, directors and principal sharehoiders and the price of
our common shares could be adversely affected. . . - .

4

U.S. persons who own our common shares may have more difficulty protecting their interests
than U.S. persons who are shareholders of a U.S. corporation.

The Companies Act, which applies to us, differs in certain material respects from laws generally applicable to
U.S. corporations and their shareholders. In order to highlight those differences, we have set forth below a summary
of certain significant provisions of the Companies Act, including, where relevant, information on our hye-laws,
which differ in certain respects from the provisions of Delaware corporate law. Further, under certain circum-
stances, our bye-laws impose greater restrictions on us than required by the Companies Act. Because the following
statéments are summaries, they do not discuss all aspects of Bermuda law that may be relevant to us and our
sharcholders. ’ '

Shareholders’ Suits: - The rights of shareholders under Bermuda law are nof as extensive as the rights of
shareholders in many United States jurisdictions. Class actions and derivative actions are generally not available to
shareholders under Bermuda law. However, the Bermuda courts ordinarily would be expected to follow English
case law precedent, which would permit a shareholder to commence a derivative action in the name of a company
where the act complained of is alleged to be beyond the corporate power of the company, is illegal or would result in
the violation of such company’s memorandum of association or bye-laws. Furthermore, consideration would be
given by the court to acts that are alleged to constitute a fraud against the minority shareholders or where an act
réquires the approval of a greater percentage of our shareholders than actually approved it. The successful party in
such an action generally would be able to recover a poriion of the attomey's fees incurred in connection with such
action. Our bye-laws provide that shafeholders waive all claims or rights of action that they might have, individually
or in our right, against any director or officer or any person appointed to any committee by the board of directors or
resident representative for any action or failure to act in the performance of his duties, except such waiver shall not
extend to any claims or rights of action that would render the waiver void pursuant to the Companies Act and arise
out of fraud or dishonesty on the part of such person or with respect to the recovery of any gain, personal profit or
advantage to which such person is not legally entitled. Conversely, class actions and derivative actions generally are
available to shareholders under Delaware corporate law, for, among other things, breach of fiduciary duty, corporate
waste and actions not taken in accordance with applicable law. In such actions under Delaware corporate law, the
court has discretion to permit the winning party to recover attorney’s fees in connection with such action.

Indemnification of Directors and Officers.  Under Bermuda law and our bye-laws, we will indemnify our
directors or officers or any person appointed to any commitiee by the board of directors and any resident
representative (and their respective heirs, executors or administrators) against all actions, costs, charges, liabilities,
loss, damage or expense, to the fultest extent permitted by law, incurred or suffered by such officer, director or other

60




person by reason of any act done, conceived in or omitted in the conduct of our business or in the discharge of his
duties; provided that such indemnification shall not extend to any matter involving any fraud or dishonesty on the
part of such director, officer or other person. Under Bermuda law, a company pursuant to (a) the terms of its bye-
laws, or (b)-a contract or arrangement between the company and any director, officer or auditor, may advance
moneys to any director, officer or auditor for the costs, charges and expenses incurred by the officer or auditor in
defending any civil or criminal proceedings against them, on condition that the officer or auditor shall repay the
advance if any allegation of fraud dishonesty is proved against them. In general, under Delaware corporate law,
U.S. companies may limit the personal liability of their directors as long as they acted in good faith and reasonably
believed their actions were not opposed to the best interests of the company and, with regard to criminal actions or
proceedings, without knowing violation of law. : % :

We are a Bermuda company and it may be difficult for you to enforce judgments against us.

We are a Bermuda company and a significant portion of our assets are or may be located in jurisdictions outside
the United States. 1t may therefore be difficult for shareholders to affect service of process against us or to enforce
against us judgments of U.S, courts predicated upon civil liability provisions of the U.S, federal securilies laws.

.There is no treaty in force between the United States and Bermuda providing for the reciprocal recogmuon and
enforcement of judgments in civil and commercial matters. _As aresult, whether a United States judgment would be
enforceable in Bermuda against us or our directors and ofﬁcers depends on whether the U.S. court that entered the
judgment is recognized by the Bermuda court as having jurisdiction over us or our directors and officers, as
determined by reference to Bermuda conflict of law rules. A judgment debt from a U.S. court that is final and for a
sum certain based on U.S. federal securities laws will not be enforceable i in Bermuda unless the judgment debtor had
submitted to thé _|ur|sdlcuon of the U.S. court, and the issue of submission and jurisdiction is a matter of Bermuda
{not United States) law.

In addition to and irrespective of jurisdictional issues, the Bermuda courts will not enforce a United States
federal securities law that is either penal or contrary to the public policy of Bermuda. An action brought pursuant to
a public or penal law, the purpose of which is the enforcement of a sanction; power or n'g'ht at the instance of the state
in its sovereign capacity, may not be entertained by a Bermuda court. Certain remedies available under the laws of
U.S. jurisdictions, including certain remedies under U.S. federal securities laws, will not be available under
Bermuda law or enforceable in a Bermuda court, as they may be contrary to Bermuda public policy. Further, no
claim may be brought in Bermuda against us or our directors and officers in the first instance for violations of
U.S, federal securities taws because these laws have no extraterritorial jurisdiction uqder Bermuda law and do not
have force of law in Bermuda. A Bermuda court may, however, impose civil liability on us or our directors and
officers if the facts alteged in a complaint constitute or give rise to a cause of action under Bermuda law.

Risks Related to Taxation

CRM Holdings could be considered a U.S. corporation for U.S. federal income tax purposes, and thus
subject to U.S. tax on its worldwide income (including current income of Twin Bridges), if the value of
Twin Bridges at the time of our restructuring did not exceed 20% of the total value of CRM, CRM CA,
Eimar and Twin Bridges at that time.

The American Jobs Creatton Act of 2004 provides that, if a foreign corporation acquires substantially all of the
assets of a U.S. corporation, and 80% or more of the stock of the foreign corporation (excluding new stock issued in
a public offering related to the acquisition} is owned by former shareholders of the U.S. corporation by reason of
their ownership of the U.S. corporation,-the foreign corporation will be considered a U.S. corporation. for
LS. federal income tax purposes. In our restructuring, the former owners of CRM and Eimar contributed all
of their interests in CRM and Eimar to CRM USA Holdings in return for all of the common stock of CRM USA
Holdings. The former owners of CRM and Eimar then contributed all of their CRM USA Holdings shares to us in
exchange for 6,372,425 of our common shares. In addition, in our restructuring, the former owners of Twin Bridges
contributed all of their shares in Twin Bridges to us’in exchange for 3,874,690 of our common shares, As a result of
these exchanges, the former owners of CRM, Eimar and Twin Bridges acquired 9,437,115 of our common shares
and 790,000 of our.Class B shares in our restructuring, :
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Based on discussions with our professional advisors at the time of our restructuring, we believe that the former
owners of CRM and Eimar did not obtain 80% or more of the stock of CRM Holdings (éxcluding the stock sold in
our initial public offering) by reason of their ownership of CRM and Eimar (i.., we believe that Twin Bridges was
worth more than 20% of the combined value of CRM, CRM CA, Eimar and Twin Bridges). We cannot assure you
that the U.S. Internal Revenue Service, or the IRS, will agree with our conclusions. If the IRS successfully
challenges our conclusions, CRM Holdings would be subject to United States federal income tax on its worldwide
income at the rate applicable to U.S. corporations, which is currently 35%, rather than being subject to tax on only
certain U.S. source income and income effectively connected with a U.S. trade or business. However, in that case,
dividends paid to CRM Holdings by its U.S. subsidiaries would not be subject to any U.S. federal income tax, nor
would they be subject to the 30% U.S. federal withholding tax. The tax liability that would result if CRM Holdings
is treated as a U.S. corporation for U.S. federal income tax purposes could have a material adverse effect on our
business, financial condition and results of operations.

We may be deemed to be engaged in a U.S. trade or business or considered t_c} be a personal holding
company subject to U.S. tax. ' ' :

CRM Holdings and Twin Bridges are both Bermuda exempted companies. An exempted company is a
company that states in its memorandum-of association that it is an exempted company and is registered under the
Bermuda Companies Act 1981, as amended, or the Companies Act, as such. An exempted company does not have to
comply with the requirements of management and ownership by Bermudians applicable to local companies under
the Companies Act. We intend to managé our business so that each of these companies will not be treated as
engaged in a trade or business within the United States and, as a result, will not be subject to U.S. tax {other than
U.S. excise tax on insurance and reinsurance premium income attributable to insuring or reinsuring U.S. risks and
11.S. withholding tax on certain U.S. source invesiment income). However, because there is considerable uncer-
tainty as to what activities constitute being engaged in a trade or business within the United States, we cannot be
certain that the IRS will not successfully contend that CRM Holdings or Twin Bridges is engaged in a trade or
business within the United States. In the event that CRM Holdings or Twin Bridges is deemed to be engaged in a
trade or business within the United States, we would be subject to U.S. corporate income and branch profits taxes on
the portion of our earnings effectively connected to such U.S. trade or business, which could have a material adverse
effect on our business, financial condition and results of operations.

Any of CRM Holdings’ U.S. subsidiaries might be subject to additional U.S. federal income tax on a portion of
its income if it is considered a personal holding company for U.S. federal income tax purposes. This status will
depend on whether more than 50% of our shares by value could be deemed to be owned (taking into account indirect
and constructive ownership) by five or fewer individuals and whether 60% or more of such subsidiary’s adjusted
ordinary gross income consists of “personal holding company income,” which is, in general, certain forms of
passive and investment income. We believe that none of CRM Holdings’ subsidiaries should be considered a
personal holding company, because the gross income of our U.S. subsidiaries is primarily fee income and not
passive income. In addition, we intend to managé our business to minimize the possibility that we will meet the 60%
income threshold. We monitor share ownership in CRM Holdings by monitoring the filings of our shareholders with
the SEC, under the U.S. Securities Exchange Act of 1934, as amended, or the Exchange Act. [t may not be possible,
however, to ensure that stock has not been purchased by multiple members of one family or other individuals or
entitics whose share ownership may be attributed to others for U.S. federal income tax purposes. Because of the lack
of complete information regarding our ultimate share ownership (i.e., particularly as determined by the constructive
ownership rules for personal holding companies), we cannot assure you that none of CRM Holdings’ subsidiaries
will be considered a personal holding company or that the amount of U.S. federal income tax that would be imposed
would be immateriat. We have not sought and do not intend to seek an opinion of legal counsel as to whether any of
CRM Holdings’ subsidiaries will be considered a personal holding company.

We may become subject to taxes in Bermuda after March 28, 2016.

The Bermuda Minister of Finance, under the Exempted Undertakings Tax Protection Act 1966, as amended, of
Bermuda has given each of CRM Holdings and Twin Bridges an assurance that if any legistation is enacted in
Bermuda that would impose tax computed on profits or income, or computed on any capital asset, gain or
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appreciation, or any tax in the nature of estate duty or inheritance tax, then the imposition of any such tax will not be
applicable to CRM Holdings or Twin Bridges or any of their operations, shares, debentures or other obligations until
March 28, 2016. Given the limited duration of the Minister of Finance’s assurance, we cannot be certain that we will
not be subject to any Bermuda tax after March 28, 2016. In the event that we become subject to any Bermuda tax
after such date, it would have a material adverse effect on our financial condition and results of operations.

If you acquire 10% or more of our shares, you may be subject to ta.xanon under the “commlled foretgn
corporatwn * rules.

. ) o

Each “10% U.S. Shareholder” of a foreign corporation that is a controlled foreign corporation for an
uninterrupted period of thirty days or more during a taxable year, and that owns shares in the controlled foreign
corporation directly or indirectly through foreign entities on the last day of the corporatmn s taxable year on which
such corporation was a controlled foreign corporation, must include in its gross income for U.S. federal income tax
purposes its pro rata share of the controlled foreign corporation’s “subpart F income,” even if the subpart F income is
not distributed. Subpart F income general_ly includes, among other things, investment income such as dividends,
interest and capital gains, and income from insuring risks located outside the insurer’s country of incorporation. A
foreign corporation is considered a controlled foreign corporation if “10% U.S. Shareholders™ own more than 50%
of the total combined voting power of all classes of voting stock of the foreign corporation, or the total value of all
stock of the corporation. A 109% U.S. Shareholder is a U.S. person, as defined in the Code, that owns at least 10%.of
the total combined voting power of all classes of stock of the foreign corporation entitled to vote. For purposes of
taking into account subpart F income consisting of insurance income, 1 controlled foreign corporation also includes
a foreign corporation of which more than 25% of the total combined voting power of all classes of stock (or more
than 25% of the total value of the stock) is owned by 10% U. S. Shareholders, on any day during the taxable year of
such corporation, if the gross amount of premiums or other conmderauon for the reinsurance or the issuing of
insurance or annuity contracts generating subpart F income exceeds 75% of the gross amount of premiums or other
L0n51derauon in re'ipect of all risks. It is expected that all of Twin Br]dgeq lncome will be considered qubpart F
insurance income. For purposes of determining whether the more-than-50% (or tmore-than- 25%, in the case of
insurance income) and 10% ownership tests have been satisfied, and therefore whether a corporation is a controlled
foreign corporation, shares ownéd includes shares owned directly or indirectly through foreign entities or shares
considered owned under constructive ownership rules. The attnbutlon rules are comphcated and depend on the
particular facts relating to each investor.

CRM Holdings’ bye-laws contain provisions that impose limitations on the concentration of voting power of
its shares. Accordingly, based upon these provisions and the dispersion of our share ownership, we do not believe
that we have any 10% U.S. Shareholders. It is possible, however that the IRS could challenge the effectiveness of
these provisions and that a court could sustain such a challenge.

U.S. persons who hold shares could be subject to adverse tax consequences if we are considered a
“passive foreign investment company” for U S federal income tax purposes.

'
. -

We do not intend to conduct our activities in a manner that would cause us to become a passive foreign
investment company. However, it is possible that we could be deemed a passive foreign investment company by the
IRS. If we were considered a passive foreign investment company it could have material adverse tax consequences
for an investor that is subject to U.S. federal income taxation, including subjecting the investor to-a greater tax
liability than might otherwise apply or subjecting the investor to tax on amounts in advance of when tax would
otherwise be imposed. There are currently no regulations regarding the application of the passive foreign
investment company provisions to an insurance company. New regulations or pronouncements interpreting or
clarifying these rules may be issued in the future, We cannot predict what impact, if any, this guidance would have
on a shareholder that is subject to U.S. federal income taxation. We have not sought and do not intend to seek an
opinion of legal counsel as to whether-or not we were a passive foreign investment company for any year.
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U.S. persons who hold shares may be subject to U.S. income taxation on their pro rata share of our
“related person insurance income.” - . . .

In the event that:

1

« Twin Bridges’ gross related person insurance income equals or exceeds 20% of its gross insurance income in
any taxable year,

» direct or indirect insureds (and persons related to such insureds) own (or are treated as owning directly or

indirectly) 20% or more of the voting power or value of the shares of Twin Bridges, and

» U.S. persons are considered to own in the aggregate 25% or more of the stock of Twin Bridges by vote or
value, . . .

then a U.S. person who owns any of our shares directly or indirectly through foreign entities on the last day of Twin
Bridges’ taxable year on which it is a controlled foreign corporation would be required to include in its income for
U.S. federal income'tax purposes the shareholder’s pro rata share of Twin Bridges’ related person insurance income
for the U.S. person’s taxable year that‘il_lclhdes the end of Twin Bridges’ taxable year determined as if such related
person insurance income were distributed proportionately to such U.S. shareholders at that date regardless of
whether such income is distributed. In addition any related person insurance income that is includible in the income
of a U.S. tax-exempt organization will be treated as unrelated business taxable income. The amount of related
person insurance income earned by Twin Bridges (generally, premium and related investment income from the
direct or indirect insurance or reinsurance of any direct or indirect U.S. shareholder of Twin Bridges or any person
related to such shareholder) will depend on a number of factors, including the identity of persons directly or
indirectly insured or reinsured by Twin Bridges. : ‘

Although we do not expect our gross related person insurance income to equal or exceed 20% of our gross
insurance income in the foreseeable future, some of the factars which determine ‘the extent of retated person
insurance income in any period may be beyond Twin Bridges’ control. Consequently, Twin Bridges’ gross related
person insurance income could equal or exceed 20% of its gross insurance income in any taxable year and
ownership of its shares by direct or indirect insureds and related persons could equal or exceed the 20% threshold
described above. : ' ' :

_ The related person insurance income rules provide that if a shareholder that is a U.S. person disposes of shares
in a foreign insurance corporation that has related person insurance income {(even if the amount of related person
insurance income is less than 20% of the corporation’s gross insurance income or the ownership of its shares by
direct or indirect insureds and related persons is less than the 20% threshotd) and in which U.S. persons own 25% or
more of the shares, any gain from the disposition will generally be treated as ordinary income to the extent of the
shareholder’s share of the corporation’s undistributed earnings and profits that were accumulated during the period
that the shareholder owned the shares (whether or not such earnings and profits are attributable to related person
insurance income). In addition, such a shareholder will be required to comply with reporting requirements,
regardless of the amouni of shares owned by the shareholder. We believe that these rules should not apply to
dispositions of our shares because CRM Holdings will not itself be directly engaged in the insurance business and
because proposed U.S. Treasury regulations appear to apply only in the case of shares of corporations that are
directly engaged in the insurance business. However, the IRS might interpret the proposed regulations in a different
manner and the applicable proposed regulations may be promulgated in final form in a manner that would cause
these rules to apply to dispositions of our shares. .

. )
Changes in U.S. federal income tax law could materially adversely affect an investment in our shares.

The. U.S. federal income tax laws and interpretations regarding whether a companyis engaged in a trade or
business within the United States, or is a passive foreign investment company or whether U.S. persons would be
required to include in their gross income the subpart F income or the related person insurance income of a controlled
foreign corporation are subject to change, possibly on a retroactive basis. There are currently no regulations
regarding the application of the passive foreign investment company rules to insurance companies and the
regulations regarding related person insurance income are still in proposed form. New regulations or pronounce-
ments interpreting or clarifying such rules may be issued in the future. We cannot be certain if, when or in what form
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such, regulations or pronouncements may be prov1ded and .whether such regulauons or-guidance will have a
retroactive effect.. - - e , . ) - . o .
ITEM'1B. UNRESOLVED STAFF COMMENTS : . pl e

Not appltcable '

ITEM2 PROPERTIES e I

We currently maintain our headquarters for CRM USA Holdmgs and CRM mn Poughkeepme, New York at one
location, containing approximately 12,000 square feet. The initial term of the lease for these premises expired in
February 2007, but we have since renewed the lease for an additional one year term, expiring in Februaty 2008. The
annual lease payment is approximately $191,000. We maintain office space for Eimar in Poughkeep51e New York,
comaining approximately 2,700 square feet. The office space is currently occupied on a month-to-month basis,
without a lease. The annual payments for these-premises are approximately $40,500. One of the lessors under this
lease is Daniel G. Hickey, Sr., who is a director, one of our shareholders and the father of Daniel G- Hickey, Mr., our
Chief Executive Officer and the Chairman of our Board. We also currently lease office space in Hyde Park, New
York for CRM, consisting of approximately 7,000 square feet with additional parking space. The lease expires on
September 29, 2009 and the annual lease payments for these premises are $111,675.

- We have executed a lease for approxxmately 26,400 rentable square feet with parklng space located in
Poughkeepsie, New York for a building that is currently under construction. The term of the lease wiil commence in
the fourth quarter of 2007 or when the construction is substantlally ‘complete and the building is available for
occupancy. To provide space in the meantime, we are negotiating extensions of the leases for our current properties.
The lease term is fifteen years w1th options to renew for two addmonal five year terms. Annual lease payments are
$924 000 in the first five years, $1 016,400 in years five through ten, $1,118, ,040 in years ten through fifteen,
$1,257,696 i in the first renewal term and $1,415, ,040 in the second. The lease also prov1des for an option to purchase
the building. The option is exercisable 120 days prior to the anticipated cccupancy of the building under the lease.
The option price is approximately $3,500,000 plus all documented out-of-pocket construction costs after ‘May 1,
2005. If we fail to exercise this initial option, we have an additional option to purchase the building during the first
two years of our lease for the fair market value of the propeérty, which will not be less than $3,500,000 plus the costs
incurred by the landlord in developing and constructing the building.

CRM.CA has executed leases for office space in Roseville and Irvine, California. The annual lease payments
for these office spaces are approximately $87,000 in the aggregate.

IR

Majestic currently leases approximately 15,000 square feet of office space in San Francisco. The lease expires
on December 31, 2007. The annual lease payments for these premises are approxmtately $520,000. In addition,
Majestic maintains four separate claims service offices as listed below:

Aggregate Annual Lease

Location Square Feet ~ Lease Termination Date Payments -
San Francisco, California ..., ... .. .. 4992 December 31, 2007 $100000

_ Long Beach; California..... ... .... 7596 ° Ocfober 31, 2010 © " 180,000

" San Diego, California . . ....... ... 3339 . April30,2008 . 80,000
Secattle, Washington . .............. 1,136

, December 31,2007 . . 27,000

ITEM 3. LEGALPROCEEDINGS L oL

On September 6, 2006, two of our subsidiaries, CRM and CRM CA, and one our self-insured groups,
Contractors Access Program of California, Inc. (“CAP”), entered into a confidential settlement and mutual release
agreement w1th Comerstone Program Management & Insurance Servmes Inc., one of its afﬁllates and thetr
prmc:tpals The terms of such settlernent are conﬁdenttal

.

All settlement payrnents due to date have been pald and the lmgatlon has been dismissed. We have recovered -

$1,750,000 under our general liability. and. errors and omissions insurance policies; which we contributed to CAP in
respect of part of the amount due under the settlement agreement, and-$675,000 under. our directors” and officers’
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policy. In the event that insurance proceeds and any recoveries from third parties are insufficient to cover all
payment obligations of CAP under the settlement agreement, it is reasonably possible that” CAP may seck
indemnification from us or CRM for its losses. On December 20, 2006, we received a request from CAP to enter into
discussions regarding the contribution by CRM of amounts paid by CAP under the settlement agreement. It is not
possible to estimate our ultimate liability, if any, should CAP request that CRM contribute the full amount under the
settlement agreement. The amount paid by CAP, net of insurance proceeds, is $4.25 million. We expect to enter into
discussions regarding settlement of the matter, and may enter into settlement agreements, if we believe that a
seitlement is in the best interests of our shareholders. The matter, if decided adversely to or settled by us, may result
in a liability material to our financial condition or results of operations. :

Other than the foregoing, we are not a party to any material litigation.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No matter was submitted to a vote of our shareholders dunng the fourth quaner of the fiscal year ended
December 31, 2006. : . .

PART I

'ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY RELATED STOCKHOLDER MATTERS
AND ISSUER PURCHASES OF EQUITY SECURITIES

Market Information . : -

Our common stock began trading on Décember 21, 2005 on the NASDAQ Global Select Market iinder the
symbol “CRMH ” As of December 31, 2006, there were approximately 11 holders of record of our common shares
and 2 holders of record of our class B shares. Prior to December 21, 2005, there was no public market for our
common shares.

The following table sets forth for the periods indicated, the high and low sales prices per share of our common
shares as reported on the NASDAQ Giobal Se]ect Market

Period - ' _Migh _Low
Fourth Quarter 2005- (begmnmg December 21, 2005). . . .~ .0 o $1335  $13.00
First Quarter 2006 .. .. ... . ... o0 oo e e $15.00 S$11.45
Second Quarter 2006 . .. ... a e S AR $11.69  $10.10
Third Quarter 2006, ........... PN [ S $1043 " $ 6.81

Fourth Quarter 2006 . . ... .............. . FP U $10.10 $ 7.25

Dividend Policy

We have never paid dividends on our common shares. Our board of directors currently does not intend 1o
declare dividends or make any other distributions to our shareholders. Any determination to pay dividends in the
future will be at the board’s discretion and will depend upon our results of operations, financial condition and
prospects, contractual restrictions and regulatory restrictions as well as other faciors deemed relevant by our board
of directors. Under the Companies Act, we may declare or pay a dividend out of retained eamings, or make a
distribution out of contributed surplus, only if we have reasonable grounds for believing that we are and, after the
payment of such dividends, will be able to pay our liabilities as they become due and if the realizable value of our
assets would thereby not be less than the aggregate of our liabilities and issued share capital and share premium
accounts. As a holding company, we depend on future dividends and other permitted payments from our
subsidiaries, including our insurance subsidiaries, to pay dividends to our shareholders. Our subsidiaries’ ability
to pay dividends to us, as well as our ability to pay dividends to our sharcholders, is subject to regulatory,
contractual, rating agency, tax and other constraints. As a Bermuda company, under the Companies Act, Twin
Bridges may declare or pay a dividend out of retained earnings, or make a distribution out of contributed surplus,
only if it has reasonable grounds for believing that it is and, after the payment of such dividends, will be able to pay
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its liabilities as they become due and if the realizable value of its assets would thereby not be less than the aggregate
of its liabilities and issued share capital and share premium accounts. In addition, Twin Bridges will have to satisfy
the requirements of the Insurance Act 1978 and its related regulations of the Bermuda Insurance Act. Also, pursuant
to our agreement with NY Marine & General, Twin Bridges is currently restricted from-distributing more than ten
percent of its retained earnings as of its last audited financial statements' by way of dividends, intercompany
transfers or related party loans. Majestic'is limited in the payment of dividends in any 12-month petiod, without the
prior express or implied approval of the California Department of Insurance, to the greater of 10% of Majestic’s
statutory policyholders’ surplus as of the preceding Pecember 31 and the net income from operations of Majestic
for the 12-month period ending the previous December 31st. Risks relating to our holding company structure and its
effect on our ability to receive and pay dividends are described under “Risk Factors — Risks Generally Applicable
to our Business — Our holding company structure and certain regulatory, tax and other constraints affect our ability
to pay dividends, make other payments and redeploy capital among our subsidiaries” and
Margin and Restrictions on Dividends and Distributions” and “Regulation — Bermuda Regulation.”

Equity Compensation Plan Information

.

Number of )
: securities remaining
Number of : : available for future
b Securities to be ; issuance under
R , ) issued upon exercise Weighted-average equity compensation
: of outstanding exercise price of plans {excluding
options, warrants outstanding options, securities reflected
. and rights warrants and rights in colurnn (a))
Plan Category i (a) - (h) {c)
Equity compensation plans approved by : ' :
security holders . ............... 210,593(1) — 1,252,194(2)
Equity compensation plans not ‘ _ ; A :
approved by security holders. . . .. .. - — c ) —
“Total . ... . ... 210,593(1) — 1,252,194(2)

(1) The number of securities to be issued upon the exercise of outstanding options, warrants. and rights are
exclusively restricted stock units. These awards are not reflected in column (b) as they do not have any exercise
price. \ :

(2) As of December 31, 2006, there were | 289 407 shares remaining of a total of 1,500,000 authorized under our
2005 Long-Term Incentive Plan. Of these shares, no more than 1,000,000 may be issued upon exercise of
incentive stock options under the plan.
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.+ The graph below compares ‘the cumulative total shareholder retum on our common shares. with the cumulatlve

total return of the NASDAQ Stock Market (U S. ) Index and the NASDAQ Insurance Index. The comparlson
assumes $100 was invested on December 21, 2005 in our, common ‘shares and in each of the foregoing indices and
assumes remvestment of d1vrdends monthly The mmal measurement point was December 21, 2003, being the ﬁrst
trading day our common shares were pubhcly traded after our initial pubtic offenng
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ITEM 6. SELECTED FINANCIAL DATA

y The followmg table sets forth our se!ected hlstoncal consohdated ﬁnanc:al mformauon for the periods ended
and as of the dates indicated. For the periods prior to our restructuring and initial public offering, the accompanying
ﬁnanc1al statements include the combined financial statements of CRM, CRM CA and Eimar, which are limited
liability companies, and Twin Bridges. The combined financial statements for the periods prior to the rec;tructurmg
are feferred to as “consolidated” in the financial statements and information included in this annual report. For
periods including and subsequent to our restructuring and initial public offering, the financial statements and
information included in this annual report include, on a consolidated basis, the accounts of CRM Holdmgs and its
subsidiaries. :

The selected consolidated income statement, mformanon for the years ended December 31, 2006 2005, 2004
and 2003 and the selected consolidated balance sheet information as of December 31, 2006, 2005 and 2004 are
derived from our audited consolidated financial statements included elsewhere in this Annual report. The selected
consolidated income statement for the year ended December 31, 2002 and the selected consolidated balance’sheet
information as of December 31, 2003 are derived from our audited consolidated financial statements not included in
this Annual report. The selected unaudited consolidated balance sheet information. as of December-31, 2002 is
derived from our unaudited financial statements not included in this Annual report.

. The hlstorlcal results are not necessarlly indicative of results to be cxpected in any future period, You should
read the following selected consolidated financial information i in conjunction with the information contained in this
Annual report, including “Management’s Discussion and AnalySIS of Financial Condition and Results of Oper-
ations” and the consolidated financial statements and related notes included elsewhere in this Annual report. Many
factors may cause'our actual results to differ materially from the financial information and results presented below
inctuding, but not limited to, those factors discussed in “Risk Factors.” :
g;'cf“é?mgft:'j&"'d“'fd : - o Years Ended December 31, . ..
Income Slatement Information ’ 2006 2005 - 2004 2003 2002
. E N (In thousands except for pe:r share data)

- LY

Revennes ,
Fee-based management services................. $39.997  $36.495 $27.656  $20,821 * $17,614
Net premiums-earned. . ... .. .. .0.......... L. 30,702 8362 - 5,110 253 ¢ -
Investment income. .. .o ...... e 4,349 - 210 - 54 16 37
* Total revenues .. .. " ......oiiieiiiaann. 75,048 45,067 32,820 : 21,090- 17,651
Expenses ' S
Losses and loss adjustment expenses . . . . . [ 10,490 3,584 2528 168 T —
Fees paid to general agents and brokers . .. ... ..... 10,935 ., 11,490 = 9,508 .7.830 7,651
Selling, _gcncral and administrative expenses, .~ .. ... 29,009 20,075 13,440 .9,240 - 6471
Policy acquisition costs and other expenses ........ 8,782~ - 2,580~ 1,538 - 121 -+ 33
Total expenses .. ..o, 59,216 37,729 27,014 ‘ 17,359 ' 14,155
Income before taxes. .. ......... ST ... 15832 7338 5806 3,731 , 349
Provision for income taxes. . ... .........ov... 1,576 63 — = —
Net income . . . ...ooovuvnnean.., Ciieee... 14256 7275 5806 3731 3,496
Basic and fully dituted earnings per share(l) ....... $ 08 3$ 070 $ 057 % 036 § 034
Pro forma cash dividends declared per common ‘ ' . “
share(1) . .. ... e $ $ 076 $ 037 §% 066 $ 034
Weighted average common shares outstanding(1) . ... 16,247 10,428 10,247 . . 10,247 10,247

Weighted average fully diluted shares

outstanding(1} .. ....... .. ... ... ... ... .. ... 16,247 10,431 10,247 10,247 10,247




(1) For the period prior to the IPO, the 10,247,115 shares of common and Class B shares of the Company issued to
the former owners of the pre-restructuring entities and Twin Bridges are assumed to be outstanding for all
period presented. '

Selected Consolidated ' As of December 31,
and Combined - ! Unaudited
Balance Sheet Information : . 2006 2005 2004 - 2003 2002
‘ (In thousands)

. ASSETS . S
Cash and cash equivalents . . ......... e $ 14,257 $67,923 $1,584 § 767 -$4,644
Cash and cash equivalents, restricted . .. ......... 6,546 885 4,391 1,000 —
Investments. . ... ... oo v - 214,057 8,185 = — —
Premiums receivable .. .. ... ... ..., 17,806 2,648 3,758 2,140 —
Reinsurance recoverable ... .................. 30,749 —_ — — —
Accounts receivable . ...... e .. 7,897 2,058 .41 90 705
Deferred policy acquisition costs . . .. ... AU 1,143 . 442 1,413 824 —
Deferred income taxes. . ...............coenun. 6,803 e § — — -
Goodwill ...... . ... . ... .. ... . 2,695 — — — —
Other as8elS . oo vttt it e et e e e, 4,400 1,761 ' 1,537 1,061 1,455

Total assets . ............. e $306,353 383,907 $12,724 § 5,882 36,804

LIABILITIES AND SHAREHOLDERS’ AND MEMBERS EQUITY (DEFICIT) _
Reserves for losses and loss adjustment expenses .-, .. $153,622. $ 6280 § 2,696 § 168 5§ —

Reinsurance payable . . .. .. ... ... ... .. .. .. 1,538 — — — —
Unearned reinsurance premiums .. .............. ‘8,080 1,494 4,780 2,785 —
Unearned management fees and commissions. . . . . . 613 1,319 3,005- 2,861 3,952
Long-term debt and other secured borrowings .. ... 44,115 83 158 285 1,104
Accrued [IPOcosts ................ .. ... ..., — 2411 — — ., —
Accrued expenses . ............... [P 14,741 3,390 1,197 947 854
Total liabilities ... ........... ... ... . ... 222,709 14,977 11,836 7,046 5,910
Members’ deficit in pre-restructuring LLCs . ... ... — _ 947) (2,113) . 894
Common stock and paid-in capital of Twin :
Bridges ........ ... — . - . 1,000 1,000 —

Common stock, $0.01 par value per share,
50 billion shares authorized, 15.5 million

common shares issued and outstanding . .". . . .. 155 155 — L —
Class B shares, 0.8 million shares_issued and
outstanding .. ... ... L .. Lo e 8 8 — — —
Additional paid-in capital. . ... ........ e 66,566 66,056 — — -
Retained earnings(deficit ).................. 16,973 2,717 835 51 —_
Accumulated other comprehensive loss . ......... (58) {6} — — —
Total shareholders” and members’ equity (deficit). . . 83,644 68,930 888 {1,164) 894
Total liabilities and shareholders” and members’ : :
equity . . ... PR $306,353  $83,907 - $12,724  § 5,882 $6,804

Columns may not total due to rounding.
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND .
RESULTS OF OPERATIONS

The following discussion and analysis of our financial condition and results of operations should be read in
conjunction with our audited financial statements and related notes included in Item 8 of this annual report. We
caution you that our results of operation for prior periods are not indicative of the actual residis that may be
achieved in future periods. In addition, some of the mformanon contained in this discussion and cmaly.ns includes
forward-looking statements that involve risks and uncertainties. Many factors may cause our actual results ro differ
materially from those anticipated or implied by these forward-looking statements including, bit not limited to, those
discussed in “Risk Factors.” You should read the information under “Risk Factors™ as presented in Item 1A for
ififormation about material risks and uncertainties that affect us, our business and our 'comition shares and
“Cautionary Noté Regarding Forward-Looking' Statements” which precedes Item 1 in this annual report.

. ‘ . . . . "o
Overview ‘ . e . : -
A

We are a leading provider of workers’ compensatlon insurance products for employers in New York, Callfomla
and Texas which, prior to our November 2006 acquisition of Embarcadero, was focused on the management of self-
insured groups but now also includes providing traditional workers’ compensation coverage primarily to businesses
located in California. Qur business consists of four primary segments: - fee-based management services, primary
worker’s compenqanon insurance, excess workers compensatlon reinsurance, and corporate and other.

.
’

Acquisition of Embarcadero Insurance Holdings, Inc. ’ S .

On November 14, 2000, we acquired all of the outstanding shares of Embarcadero, for a cash purchase price of
$46.3 million. We incurred $1.9 million of legal and consulting fees related to our acquisition of Embarcadero.
These capitalized costs were included in total purchase price of Embarcadere of $48.2 million. Through its wholly
owned subsidiary, Majestic, a U.S. admitted insurance company organized and domiciled in California, Embarca-
dero provides workers’ compensation insurance through independent insurance brokers and agents to medium to
large size businesses primanily located in California. Majestic is also licensed as an insurance company m 15 other
states, with active opérations in Arizona, Alaska, Nevada, Oregon 'and Washington. On December 18, 2006,
Majestic became licensed as an insurance company in New' York.  Our subsuhary, CRM USA Holdmgs issued
$36.1 million in junior subordinated debentures to a newly formed Delaware sta[utory trust subsidiary in conrection
with the issuance of $35 million of trust preferred securities’ used ‘to partially finance our acquisition of
Embarcadero. We sold investments and used.cash balances «on hand of approximately $17 million to complete
the cash requ;rements for the Embarcadero acquisition. .. . . . . -

Of the aggregate purchase price, $4 million will be held in escrow for up to 18 months followmg the closmg to
cover potential claims for breaches of certain representations, warranties and covenants, and an’ additional
$3.2 million will be held in escrow for five years to cover mdemmﬁcatlon clalms by CRM USA Holdings wnth
respect to reserves for losses and loss adjustment expenses " o i

v

Cur Consolidqied Finahcial Informqﬁon . ) .

Our consolidated financial statements include the results of CRM Holdings, Ltd. and our s’ubsidiaries,"CRM
USA Holdings, CRM, CRM CA, Eimar, Twin Bridges and Embarcadero and its subsidiaries.

For the pertods prior to our restructurmg and initial public offéring, the accompanying ﬁnanc:al statements
includé the combined financial statements of CRM, CRM CA and Eimar, which are limited liability companies, and
Twin Bridges. The combined financial statements for the periods prior to our restructuring are referred to as
“consolidated” in the financial statements and information included in this annual report. For periods including and
subsequent to the restructuring and our initial public offering, the financial statements and information included in
this annual report include, on-a consohdated basis, the accounts of CRM Holdmgq Ltd and its subsidiaries.

. RS

Embarcadero § assets, llab111ues and- resu]ts of operatlons are mcluded the Company 5 results bcgmnmg
November 14, 2006. . . , . , ) . .- ‘ S

.
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Revenue S ST , ‘ et
Our revenues conmst primarily of the following:

Fee-based Managemem Servxces Revenue In New York the fees we receive from all but one of our groups are
based on a percentage of the workers’ compensatnon rates set by the New York State Workers’ Compensation Board
that are attributable to the members of the groups we manage, and our fees include claims management serv1ces
With respect to our groups in California and Texas and one of our groups in New York, our fees are based ona
percentage of the _premiums paid o the groups we manage by their members. Our groups in California pay the fees
for claims management services directly to third pany administrators. In addition, our fees for medical bill review

and case management services are based on the spec1ﬁc services rendered We also recewe commission income

from: (1) U.S. admitted insurers for placing the excess coverage which the groups are requ1red to obtain and
(2) insurers for placmg the requ1red surety bonds for the groups we manage.

Reinsurance Net Premiums Earned. Reinsurance gross premiums written include all gross premiums
assumed during a specified policy period. Reinsurance premiums are earned over the terms of the related policies.
At the end of each accounting period, the portion of the 'premiumsIIhat are not yet earned is included in unearned
premlums and is reahzed as revenue in subsequent per1ods over the remammg terms of the pohmes

’

[nvestmem Income. Our investment income is dependent upon the average mvested assets in our portfoho
and the yield that we earn on those invested assets. Our investment yield depends on market interest rates and the
credit quality and maturity period of our invested assets. In addition, we realize capital gains or losses on sales of
investments as a result of changing market conditions, 1nclud1ng changes in market interest rates and changes in the
credit quality of our invested assets. See “Risk Factors — Risks Generally Apphcable to Our Business — A
significant amount of our invested assets will.be subject to changes in interest rates and market volatility which
could-adversely affect our financial condition and results of operations.”

Expenses : s BN .

]

The expenses of our fee—based management services segment primarily, cons1st of fees paid to general agents

and brokers for placing business w1th the self-insured groups that we manage, and selling, general and admin-

istrative expenses.. The expenses of our primary insurance and reinsurance segments primarily consist of loss and

loss adjustment expenses, policy acquisition costs and professional fees. The expenses of our corporate and other
segment primarily consist of director’s fees, professmnal fees and .interest expense on long-term debt.

Losses and Loss Adjustment Expenses. Losses and loss ad_;ustment expénses reflect our best estimate of
ultimate losses and loss adjustment expenses that we expect to incur on each primary insurance and reinsurance
contract written usmg various actuarial analyses. Actual losses and loss adjustment expenses will depend on.actual
costs to settle reinsurance claxms Our ab111ty to accurately esumate ultimate losses and loss ad_]ustment expenses at
the time of pncmg each primary insurance and remsurance contract will be a critical factor in determining our
profitability. For a more detailed discussion of our loss reserves, see the scctions above entitled “Ttem 1 —
Business — Our Business Segments — Primary Insurance Segment — Reserves for Losses and Loss Adjustment
Expenses,” “Item 1 — Business — Our Business Segments — Our Reinsurance Segment — Reserves for Losses
and Loss Adjustment Expenses,” and “Ttem 1A. Risk Factors — Risks Related to Qur Reinsurance and Insurance
Businesses — Qur financial condition .and results of operation could be adversely affected by our failure to
establish adequate loss adjustment expense reserves.” o .

Fees Paid 10 General Agents. and Brokers. Fees paid to general agents and brokers consist primarily of
commissions pald to general agents and brokers for lntroducmg members to the self msured groups we manage.

- Policy Acguisition Costs. Policy acqulsmon costs consist principally of commissions, premium:taxes and
certain underwrltmg and other policy issuance costs related to the productlon -of new and renewal business.

Sellmg, General and Administrative Expenses Selling, general and admlmstratlve expenses consist pr1-.
marily of personnel expenses, professional fees and other operating costs. We anticipate that in the future, selling,
general and administrative expenses will continue to increase in relation to our growth. In addition, our regulatory
and compliance costs have increased significantly since we became a publicly traded company. c
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Income Taxes. Prior to the consummation of the restructuring, CRM, CRM CA ‘and Eimar were limited
liability companies beneficially owned by the former owners. The members of a limited liability company are taxed
on their proportionate share of the limited-liability company’s taxable income. Therefore, no provision or liability
for federal and state income taxes had been included in the financial statements. Subsequent to the restructuring,
CRM, CRM CA and Eimar elected to be taxed as corporations and therefore are subject to U.S. federal, state and
local income taxes, which reduces our net income.

CRM Holdings and Twin Bridges have each received an undertaking from the Bermuda government

exempting each company from all tax computed on profits or income, or computed on any capital asset; gain

or appreciation, or any tax in the nature of estate duty or inheritance tax until March 28, 2016.

Business Trends and Conditions - y

The workers’ compensation insurance market has historically fluctuated with periods of low premium rates
and excess underwriting capacity resulting from increased competition, followed by periods of high premium rates
and shortages of underwriting capacity resulting from decreased competition. We believe that thése conditions,
along with poor customer service and substandard loss control and claims management, have motivated businesses
to self-insure against workers’ compensation claims. Large companies generally have the financial strength to meet
the significant statutory requirements to self-insure, or to create their own captive insurance companies to insure
these claims. Small and mid-sized companies generally lack the financial and administrative resources to do this,
and in recent years have resorted to pooling their resources through the formation of self insurance groups‘as a
means to obtain workers’ compensation insurance at acceptable rates and terms. CRM was formed in response to
this relatively new markel demand for managers of these self-insured groups. L .

California has undergone a pericd of rapid growth in the formation of new self-insured groups. California
authorized the formation of private self-insured groups in 2001, and there are approximately 27 in existence.
California Bill 899 was passed in April 2004 with the goal of reducing-over time the medical and indemnity benefits
paid to injured workers. This legislation has allowed insurers to reduce rates. During the second quarter of 2006, the
Insurance Commissioner of the State of California approved an overall 16% rate decrease for policies written
subsequent to June 30, 2006. During the fourth quarter of 2006, the Insurance Commissions of the State-of
* California again approved a 9% rate decrease for policies written subsequent to December 31,.2006. Despite the

effects of these and previous rate decreases over the past two years, we believe that the California workers’.
compensation insurance rates charged by our groups remain actuarially sufficient to cover the claims and expenseq .

of the self-insured groups. -~ ‘ < A

In contrast (o the California market, self-insured groups have existed in New York since the mid-1990s and the
market is substantially more mature, with approximately 59 groups in existence, New York is in the process of
reevaluating its regulations relating to the formation of new groups. This has led to a temporary moratorium on the
formation of new groups. This moratorium should not affect our ability to grow in New York as we believe we have
formed groups in all industry classes that we currently desire to target, We believe growth in our New York business
will occur as a result of increases in the number of members in our existing groups and recently approved increases
in the rates.set by the New York Workers’ Compensation Board. Following six years of relatively stable rates, the
New York Workers” Compensation Board passed a rate increase in July 2005 averaging 5% across'all industry
groups. This increase became effective in October 2005, and the rates set by the New York Workers” Compensation
Board across the industries in which we have formed self-insured groups mcreased by approximately 8% on average
commencing in 2006. Some of the prospective revenue growth created by the rate mcrease was offset by reducuons
in the amount of management fees charged to certain of our groups. ‘ L oL,

Critical Accounting Policies and Estimates

Our significant accounting policies are described in the notes to our audited consolidated financial statements
included elsewhere in this annual report. .

Our consolidated financial statements contain certain amounts that are inherently subjective in nature and

require management to make certain judgments and assumptions in the application of accounting policies used to
determine those amounts reported in the consolidated financial statements. The use of different assumptions could
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produce materially different estimates of the reported amounts. In addition, if factors such as those described in
“Risk Factors” cause actual events to differ materially from management’s assumpiions used in applying the
relevant accounting policy, there could be a material adverse effect on our financial condition and results of
operations.

We believe that the following are the critical accounting pohcu:s used in the preparanon of our combined
financial statements,

Consolidation Accounting

Our historical consolidated and combined financial information and statements include our accounts as well as
those of CRM USA Holdings, CRM, CRM CA, Eimar and Twin Bridges. Combined financial statements are
presented for results for periods ended prior to the restructuring, while consolidated financial statements are
presented for periods commencing after the completion of the restructuring. All such financial statements are
referred to as consolidated in this annual report. Prior to the restructuring, these entities, in substance, had common
ownership and common management. The consolidated financial statements included. in this annual report have
been prepared in conformity with U.S. generally accepted accounting principles. For Twin Bridges and Majestic,
this presentation differs from the basis of accounting followed in reporting to insurance regulatory authorities. All
significant inter-company transactions and balances have been eliminated in the consolidated financial statements.
Embarcadero’s assets, liabilities and results of operation are included the Company’s results beginning Novem-
ber 14, 2006.-

Revenue Recognition

Fee-based Management Services. Our fee-based management services revenues include management fees
received from our groups for management and other services. In New York, the fees we receive from all but one of
our groups are based on a percentage of the aggregate workers’, compensation rates set by the New York Workers’
Compensation Board that are attributable.to the members of the groups we manage. With respect to our groups in
California and Texas and one of our groups in New York, our fees are based upon a percentage of the premiums paid
to the groups we manage by their members, The portion of our fees that is equal to the related fees we pay to general
agents and brokers is recorded as revenue when payable by the groups, which is the same time that fees paid to
general agents and brokers are recorded. The balance of our management fees is earned ratably over the period to
which such fees apply. The portion of the balance of management fees that relate to the remaining period at the
balance sheet date is recorded as unearned management fee revenues. Revenue from medical bill review and case
management services also is included in fee based management services revenues, and is recorded as revenue as the
services are rendered. ' )

In determining revenue recognition policy, we have been guided by the Financial Accounting Standards Board
(“FASB”) Statement of Financial Accounting Principles (“SFAS”) No. 5 and the SEC Staff Accounting Bulletin
(“SAB™) No. 101 and we rely on the. fact that the management fee is contractually determined, that the fee is
realizable, and that the contract term is firm. All management services are provided within each respective policy
period. As a result, no reserves for further obligations are recorded. Contractually, upon the termination of a
management services agreement, all obligations of the parties to each other are ended. :

We also receive commission income for excess coverage we place for these groups. Such commission income
is earned ratably over the terms of the underlying excess coverage. The portion of commission income that relates to
the remaining term of the underlying excess coverage or surety bond at the balance sheet date is recorded as
unearned commission income. Commissions received from surety bonds that the Company places for the self-
insured groups are earned upon receipt.

Primary Insurance Revenues

Gross premiums written include all premiums billed and unbilted during a specified policy period. Premiums
are earned over the terms of the related policies. At the end of each accounting period, the portion of the premiums
that are not yet earned is included in unearned premiums and is realized as revenue in sub‘;equent periods over the
remaining terms of the policies. :
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Premiums earned is the earned portion of our net premiums written, Net premiums written is the difference
between gross premiums written and premiums ceded or paid to reinsurers (ceded premiums written). Qur gross
premiums written is the sum of both direct premiums and assumed premiums before the effect of ceded reinsurance,

Reinsurance Premiums Assumed.

Pursuant to SFAS No. 113, Accounting and Reporting for Reinsurance of Short Duration and Long-Duration
Contracts, we have evaluated the reinsurance agreements with NY Marine & General and the new reinsurance
agreement with Majestic that is in effect in 2007 and have determined that each is a short duration prospective
contract, Accordingly, reinsurance premiums are earned ratably over the term of the excess coverage that we have
reinsured through our agreements with NY Marine & General and Majestic. The portion of the reinsurance
premiums that relate to the remaining term of the underlying excess coverage policy that we have reinsured at the
balance sheet date is recorded as unearned reinsurance premiums, These reinsurance premiums are subject to
adjustment based upon modification to the premiums charged on the underlying workers’ compensalion coverage.
Such adjustments are included in current operations when estimable. Our net reinsurance premiums under the
reinsurance agreement with NY Marine & General that expired December 1, 2005 are our assumed premium, net of
the 2% fee we pay for stop-loss coverage. Out net reinsurance premiums under the revised reinsurance agreement
with NY Marine & General are the gross premiums which Twin Bridges assumes from NY Marine & General, less
the 11% paid to cover the excess reinsurance expenses of NY Marine & General.

The premiums paid by our groups under their excess coverage policies are subject to periodic audit by the
excess coverage carrier. As membership in our groups grows, we estimate the additional premiums generated by the
excess coverage policies based on premiums charged to new members of the groups, net of premiums lost due to
member cancellations. We recognize both commission income and net reinsurance premiums based upon these
estimates. Upon completion of the excess coverage carrier’s premium audits, we adjust our estimated commission
income and net reinsurance premium on the basis of the audits. :

Investments

Our fixed maturity and equity securities are classified as available-for-sale and are reported at their estimated
fair value based on quoted market prices or dealer quotes. Unrealized investment gains and losses on securities are
recorded as a separate component of other comprehensive income or loss, net of deferred income taxes. The cost of
fixed maturity and equity securities is adjusted for impairments in value deemed to be other-than-temporary in the
period in which the determination is made. These adjustments are recorded as investment losses, The assessment of
whether such impairment has occurred is based on our management’s case-by-case evaluation of the underlying
reasons for the decline in fair value. Qur management also considers the length and severity of the temporary
impairment of an investment 10 determine whether the impairment is other than temporary. Realized gains and
losses are determined on the basis of specific identification. Investment income is recognized when earned and
includes interest together with amontization of premiums and discounts on fixed maturity securities.

Premiums Receivable

Premiums receivable include primary insurance and reinsurance premium amounts due from policyholders.
Premiums receivable also include retrospective premiums receivable, which represents the difference between
initial premium charges and premiums adjusted to reflect the policyholders’ actual loss experience of the insured
risk. The allowance for doubtful accounts represents our management’s best estimate of uncollectible premiums
included in premiums receivable.

At the end of the policy terms, payroll-based premium audits are performed to determine earned premiums for
that policy year. Earned but unbilled premiums include estimated future audit premiums and are subject to changes
in payrolls due to growth, economic conditions and seasonality. The estimates are continually reviewed and
adjusted as experience develops or new information becomes known, Any such adjustments are included in current
operations.
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Reinsurance Recoverable

,Amounts recoverable from reinsurers are estimated on an individual contract basis, in a manner consistent with
the associated reserve for losses and loss adjustment expenses. Such recoverables are reported net of any allowance
for estimated uncollectible reinsurance recoverables. We evaluate and monitor the financial condition of our
reinsurers to minimize our exposure to significant losses from reinsurer insolvencies.

Policy Acqmsman Costs .o ' i :

Polrcy acquisition costs dre compmed ‘of cedlng commlsqlons premlum taxes and certain underwriting and
other policy issuance costs and are prlmanly related to the pl’Odl.lC[lOl’l of new and renewal business. These costs are
deferred and amortized as the related i insurance and reinsurance_premiums are earned or recorded. We congider
estlmatecl investment income in determmmg the recoverability of these costs. '

¥

Goodwill L R o P
Goodwill represents the excess of the cost of a aequmng a business enterprise over the fair value of the net assets
acquired. 'Under SFAS 142, Goodwill and Other Intangible Assets, the Company will test the carrying value of its
goodwill for impairment at least annually or more freqiiently if events or circumstances, such as adverse changes in

the business climate, indicate that there may. be justification for conduetmg an interim test.

Reserve far Losses and Loss Adjustment Expenses

The reserve for losses and loss adjustment expenses represents an estimate of the ultimate cost of all’ reported
and unreported losses and loss adjustment expenses insured pursuant to primary -insurance and. reinsurance
agreements.associated with reported claims and claims incurred but not reported (“IBNR™); which-are unpaid
at the balance sheet date. The:liability is estimated using actuarial studies of individual case-basis validations,
statistical analyses and industry data. We believe that our aggregate liability for losses and loss.adjustment expenses
represents our best estimate, based upon available data, of the amounts necessary to settle the ultimate cost of
expected losses and loss adjustment expenses.

We currently have reserves for losses and loss adjustment expenses for Majestic, our primary insurance
subsidiary, dand Twin Bridges, our reinsurance subsidiary. For a detailed discussion of our reserve for losses and loss
adjustment expenses of our primary insurarce and reinsurance segments, see “Item | — Business — Our Business
Segments — Our Primary Insurance Segment — Reserves for Losses and Loss’ Adjustment Expenses” and
“Itern 1 — Business — Our-Business Segments — Qur Reinsurance Segment ~— Reserves for Losses and L:oss
Adjustment Expenses respectlvely, above

4

Deferred Taxes '

The future 1ax consequences of temporary differences between fmanc1al reporting and tax bases of assets and
liabilities are measured at the balance sheet dates and are recorded as deferred income tax assets and liabilities.
Valuation allowances are established when management assesses, based on available information, that it is more
likely than not that deferred income tax assets will not be realized.

Share-Based Compensation

. We account for our stock-based compensation plans using the fair value accounting method prescribed by
SFAS No. 123(R), Share-Based Payment. The fair value method requires compensation cost to be measured based
on the fair value of the equity instrument at the grant or award date. Stock-based compensation is accrued over the
vesting period of the grant or award.

Recent accounting pmnouneements

In September 2006, the FASB issued FASB Statement No. 157, Fdll‘ Value Measurements wh1ch deﬁnes fair
value, establishes a framework for measuring fair value under GAAP, and expands disclosures about fair value
measurements. FASB Statement No. 157 applies to other accounting pronouncements that require or permit fair
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value measurements. The new guidance is effective for financial statements issued for fiscal years beginning after
November 15, 2007,.and for interim periods within those fiscal years. We are currently evaluating the potential
impact, if any, of the, adoptlon of FASB Statement No. 157 on our consolidated financial posmon and results of
operauons et oo L. ) A e “o e ~-;f.-

. . o

In September, 2006 the Securities and Exchange Commission issued Staff Accounting Bulletin No. 108,
Considering the Effects of. Prior. Year Misstatements whén Quantifying Misstatements in Current Year Ftnancral
Statements (:'SAB -1087). SAB 108 provides interpretive guidance.on how the.effects’of prior-year- uncorrected
misstatements should be considered when quantifying misstatements in-the current year. financial statemerits. SAB
108 requires registrants'to quantify misstatements using both an income statement and balance sheet approach and
evaluate whether either approach results in a misstatement that, when all relevant quantitative and qualitative factors
aré considered, is material. The adoption of SAB 108 as of. December 31, 2006 did not have a materlal effect on.the
Company $ consolidated financial position or results-of operations. - - .~ . . e o e

In July 2006, the FASB issued Interpretation. (“FIN”) No. 48, Accounting for-Uicertainty in Income: Taxt:éi
FIN No. 48 clarifies the accounting for uncertain tax positions as' described: in SFAS No. 109, ‘Accounting for
Income Taxes , and prescribes a recognition threshold and measurement attribute for the financial statement
recognition and measurement of a tax provision taken or expected to be taken in a tax return. This interpretation also
provides guidance on derecognition, classification, interest and penalties, accounting'in interim periods; disclosure
and transition. Additionally, it applies to the recognition and measurement of income tax uncertainties resultin'g
from a purchase business combination. The requlrements under FIN No. 48 are eftective for reporting periods
begmnmg after December 15 2006, We are currently evaluatmg the 1mpact FIN No 48 erl have on the Company s

results of operatlons ‘and ﬁnanc1al posruon . \
+ . R - £, A W

L gyt . \‘“- "
In' September 2005, the Américan Institute-of Cemﬁed Pubhc Accountants issued’ Statement of Posmon
(“SOP”) 05-1, Accounting by Insurance Enterprises for Deferred,Acqulsrtron Costs in° Connection with Mq_ch—
_fications or Exchanges of Insurance Contracts. This: $tatement provides guiddrice on accounting” for deferred
acquisition costs and other deferred balances on an internal replacement defined broadly as a, modrﬁcatron in
product beneﬁts features rights or coverages that occurs by the exchange of an ex1stmg contract foranew contract
or by. amendment endorsement or rider to an ex1st1ng contract, or by the electlon of a benefit feature nght or
coverage wrthm an existing contract. SOP 05-1 is effectlve for internal replacements occumng in the reportmg
period beginning after December 15, 2006. We are currently eva]uatmg the 1mpact SOP-05-1 w111 have on the
Company s ﬁnancral position and results of operatlons s T
B St e, ’ - Pt moe T A

Results of Operatlons ' ‘_ , ' .
9 ‘ e e s e e SR
i

The followmg isa dlscussmn of our consohdated results of operations for the three years ended December 31
2006 2005 and 2004

L R .

Ce T SN SR IIDRPE ol e
qun,E"ndeq' l_)ecgmber..?] 2006 Compared to Year. Ended December 31,2005 , . .- . .. a4
" Total Revenues; Total revedues increéaséd 67% or $30.0 million, to $75.0 mllhon for the’ year ended
. December 31, 2006 from $45.1 million fér the year ended December 31, 2005. The increase is pnmarlly due io the
267.2% increase in.net premium: income. Net premiums earned represented 40.9% of total revenues-for- 2006
compared to 18.6% for the same period in 2005. Fee-based management services income represented. 53.3% and
81.0% of total revenues for December 31,-2006 and 2005, respectively. Net investment income represented 5.8%
and 0.5% of total revenues for December 31, 2006 and December 31,2003, respectively. - . .. .y -_.-g;

Revenues from Fee based Management Servzces Revenues from fee- based management services for the
year ‘ended’ December 31, 2006 1ncreased 10% or $3 3. mllhon 1o $400 million from $365 mllhon for the
compdrable penod in'2005. Of this i 1ncrease, 66% and 36% was attnbutable o the growth in our se]f msured groups
covering the contracting and transportatlon induitries. Of this growth in reventies, 89% is attributabie to our groups
'in California as our continued new market presence .gained momentum. Revenues from fee-based- management
services attributabie to our groups in New. York increased by 1. 5% to $27.4 million for the year ended December 31,
2006 from- $27.0 million for the comparable period in 2005 . . . .. iy B
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Revenues from Primaiy Insurance and Reinsurance. Total net premiums earned increased 267% or
$22.3 million for the year ended December 31, 2006 from $8.4 millton for the year ended 2005. Of this increase,
65% was attributable to the reinsurance segment and 35% was attributable to the primary insurance segment as the
results of Majestic were reported in the primary insurance segment from the acquisition date of November 14, 2006
to December 31, 2006

Net reinsurance premiums increased 175%, or $14.6 million, to $23.0 million for the year ended December 31,
2006 from $8.4 million for the year ended December 31, 2005. This increase was primarily due to the December
2005 NY Marine & General Agreement which increased the percentage of premiums ceded.from 50% of excess
coverage provided to the groups under the initial NY Marine & General Agreement to 70% under the December
2005 NY Marine & General Agreement and an increase in the number of participants in those self-insured groups.
Geographically,'59% and 41% of the growth in net reinsurance premiums for the yeat ended-December 31 2006
was attributable to the groups we manage-in California and New York, respectively.

Investment Income. Investment income for the year ended December 31, 2006 increased to $4.3 million from
$210 thousand for the year ended December 31, 2005. Of this increase, $3.2 million or 77% was primarily due to an
increased level of investments held by, our reinsurance and corporate segments. Investment income attributable to
Majestic was reported in the primary insurance segment from the acquisition date of November 14 to December 31,
2006 and was $850 thousand, accounted for 21% of the increase from December 31, 2006 versus December 31,
2005. - Co i - o

Total Expenses Total expenses increased 57;%, or $21.5 million to $59.2 million for the year ended
Decémber 31, 2006 from $37.7 million for the year énded December 31, 2005. Of this increase, $4.3 million,
or 20%, was attributable to our fee-based management services segment, $7.4 million, or 34%, was attnbutable to
our primary insurance segment as the results of Majestic were reported in the primary insurance segment from the
acquisition date of November 14, 2006.to -December 31, 2006, $6.6 million-or 31% was attributable to our
reinsurance segment and $3.2 million, or 15%, was attributable to our corporate and other segment.

‘Losses and Loss Adjusrmenr Expenses “Total losses and loss adjustment expenses increased 193%, or
$6.9 million, to $10.5 million for the year ended December 31, 2006 from $3.6 million for the year ended
December 31,°2005. Of this increase, $5.0 million, or 73%, was atmbutable to our pnmary insurance segment and
$1 9 million, or 27%, was attributable to ‘our remsurance segment.

Losses and loss adjustment expenses of $5.0 million were reported in our primary insurance segment from the
acquisition date of November 14, 2006 through December 31, 2006. Within that period, Majestic recorded a
$1.6 million decrease in its reserve for loss and loss adjustments. The favorable development in 2006 was
predominantly from the accident year 2005 where 1ndemmty claims and average cost per claim developed better
than expected. . : : : .- :

Losses and loss adjustment expenses in our reinsurance segment increased 52%, or $1.9 million, for the year
ended December 31, 2006 from $3.6 million for the year ended December 31, 2005. This increase was much less
than the 175% increase in net reinsurance premiums durmg the same period because of the refinement of estimated
loss reserves. For the years ended December 31, 2005 and 2004, the initial estimates of losses and loss adjustment
expenses were 43% and 49% of net reinsurance premiums, respectively. ' '

* Since Twin Bridges has a very limited loss development experience, the independent external actuary has had
1o rely heavily on expected losses. These expected losses are determined by the application of an industry excess
loss factor to an average pure premium for each self insured group, which is then multiplied by the earned payroll
for the applicable policy period. This calculation produces a point éstimate and a reasonable range of expected
outcomes. In view of the inherent variability of these estimates, Management has decided to establish the reserve for
losses and loss adjustment expenses at a level that approximates the mid range of the actuary’s.expected outcomes,
rather than relying on the actuary’s point estimate. This methodology prodiced a level that is hlgher than the
actuary s point est1male by approxrmately $1.7 mllllon as.of December 31, 2006

Twin Bridges had eight reported claims totaling $1.4 million for the year ended December 31 2006 whlch
increased the ultimate loss estimates of the self-insured groups, however, the decrease in expected losses led to
favorable developments of $1.9 million and $1.1 million for the accident years 2005 and 2004, respectively. While
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no reserve development was recorded in 2005 or 2004, for the vear ended 2006, management estimated has
estimated the overall loss ratio tobe 32%, the actuarial midpoint, and reduced its estimate of losses on prior policy
years.. - b co B i

-4

The methods for making such estimates and for cstabhshmg the resulting reserves are Contmualiy reviewed
and updated and any adjustments resulting are reflected in current éperations.

Fees Paid to General Agents and Brokers. Fees paid to general agents and brokers decreased 5%, or $555

- thousand, to $lO9 million for the year ended December 31, 2006 from $11.5 million for. the. year ended

December 3] 2005. This decrease is _primarily due to the wrlte off of $563 thousand of accrued fees paid to
agents ¢ and brokers as part of the Comerstone settlement.

Policy Acquzsmon Costs.  Policy acquisition costs increased 234%, or $5.8 million to $8.2 million for the
year ended December 31, 2006 from $2.5 million for the vear ended December 31, 2005. Of this increase,
$1.3 million, or 23%, was attributable to our primary insurance segment as the resuits of Majestic were reported in
our’ primary insurance segment from the acquisition ‘date' of November 14, 2006 to December 31, 2006. The
rerhaining increase of $4.4 million, or 77%, was attributable to our reinsurance segment. These reinsurance policy
acquisition costs, are a fixed percentage (approximately 29%) of our assumed reinsurance premlumq and grew in
proportion to the 175% increase in net reinsurance premiums discussed above. -~ - : T

* Total Sel[mg, General and Administrative Expenses’  Selling, general and administrative expenses.increased

45%, or $8.9 million, for the year ended December 31, 2006 to $29.0 million from $20.0 million for the year ended:
December 31, 2005, Of this increase, $4.9-miltion, or 53%, was attributable to our fee-based management services.

segment, $1.0 million,. or 11%, was attfibutable to our primary insurance-segment as the results'of Majestic were
reported in our primary insurance segment from the acquisition date of November 14, 2006 to December 31, 2006,
$271 thousand or 3% was attributable to our reinsurance segment and $2.7 million, or 31%, was- attrlbutable to our
msurance segment

r : . " .
. .. . , N

Selling, general and administrative expenses from fee-based management services increased $4. 9 million, or -
28%, to $24.2 million for the year ended December 31, 2006 from $19.4 million for the year ended December 31,

200s. Approxlmately $2.1 million, or 43%, of this increase was due to higher payrolls and related employee
expeneeq and 39%, or $1.9 mllhon, was due to increased professnona] and consulting, fees

Selling, general and administrative-expenses from reinsurance increased 69%, or $272 thousand, to $666
thousand at December 31, 2006 from $3935 thousand ar-December 31, 2005. This increase was primarily die to
higher professional and consulting fees. Quest. Managemem Services Limited, an independent management firm
based n Bermuda is retamed o perform general and admmlstrauve functions for Twin Bridges..

<" Selling, general and aclmmlstratlve expenses from corporate and other increased to $3.0 million at Decem-
ber 31, 2006 from $311 thousand at December 31, 2005. This increase was primarily due to the full year effect of
operating as a public company and expenses related to the secondary offering by certain of our selling shareholders,
including the fees related to the preparation and filing of a registration statement with the.SEC.- ... * .,

7 Interest Expense- Interest expense increased $427 thousand or 400% to $533 thousand at December 31; 2006
from $107 thousand at December 31, 2005, This increase is primarily due to interest expense of $301 thousand on
long-term debt obligations.. In November 2006, CRM USA Holdings issued $36.1 million in junior subordinated
debt in order to fund the Embarcadero acquisition and also assumed $8.0-million in senior debt of Embarcadero.
Interest expense of $107 thousand for the year ended December 31, 2005 was derived from borrowings under credit
' facilities and capital lease obligations. . . , R '

Provision for Income Taxes. The income tax préVision of $1.6 million for the year ended December 31 2006
represented the net income tax provision on taxable income of CRM, CRM CA, Eimar, and CRM USA Holdings fof
the full year and the nét income tax provision on taxable income of Majestlc and Embarcadero from the acquisition
date of November 14, 2006 to December 31, 2006. CRM Holdings, Twin Bridges and an inactive Subsidiary of
Embarcadero are domiciled in Bermuda and are not subject to U.S. income taxation. The income tax provision for
the year ended December 31, 2006 included a current tax prowsnon of $1.9 miltion and a deferred tax benefit of
$331 thousand. «
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. Provision for income taxes of $63 thousand for the year ended December 31,.2005 represented the income tax
on taxable income of CRM, CRM CA and Eimar only for the period from December 27, 2005 to December 31,
2005. Prior to this period, CRM, CRM CA and Eimar were limited liability companies whose former owners were
taxed on their proportionate share of the limited liability companies’ taxable income. The income tax provision for
the year ended December 31, 2005 included a current tax provision of $68 thousand and a deferred tax benefit of $5
thousand. ' ' o o -

Of the total t:.pz provision of $1.6 million for the year ended Deéegﬁber 31, 2006, $1.5 million was attributable
to CRM, (;RM CA, Eimar and CRM USA Holdings. Prior to the restructuring and PO, CRM, CRM CA anﬂ Eimar
were organized as limited liability companies where the former owners were taxed individually on their propor-
tionate share of the separate stand alone LLCs’ cash basis taxable income. Subsequent to the restructuring and 1PO,
these companies are taxed on their separate GAAP basis taxable: income. Included in the.pre-restructuring
companies’ cash basis taxable income were commission income, management fee income and expenses that were
deferred under GAAP but taxed to the LLC owners on a cash basis. These amounts are classified as permanent tax
differences, so that income .according to GAAP is not taxed in the post restructuring entities since the income was
already passed .through to the former owners of the LLCs and taxed to them individually. The remaining tax
provision of $408 thousand represented the income tax on taxable income of Majestic and Embarcadero from.the
date of acquisition of November 14, 2006 through December 31, 2006. .

Of the total deferred tax benefit of $331 thousand at December 31, 2006, $193 thousand was attributable to
- CRM, CRM CA and Eimar and was due to-temporary differences from employee’ stock compensation and
depreciation of fixed assets being reported differently for financial statement versus federal and state income tax
purposes. The remaining tax benefit of $138 thousand was attributable to Majestic from the date of acquisition of
November 14, 2006 through December 31, 2006, and was primarily due to temporary differences from net loss

reserves;.unearned premium reserves and deferred acquisition costs. : Ca

Net Income.  Net income increased 96%, or $7.0 million to $14.3 million for the year ended De'cen-lber‘iﬂ,
2006 from $7.3 million for the year ended December 31, 2005. Net income as a percentage of revenues was 19% for
the year ended December 31, 2006 compared to 16% for the year ended December 31, 2005.

Income before taxes from Fee-based Management Services. Income "before taxes from our fee-based
management services segment for the year ended December 31, 2006 decreased '13%, or $702 thousand, to
$4.9 million, or 12% of our fee-based management services revenues for the year then ended, from 5.6, or 15% of
our fee-based management services revenues, for the year ended December 31, 2005.

Income before taxes from Reinsurance. Income before taxes from our reinsurance segment for the year ended
December 31, 2006 increased 506%, or $10.5 million, to $12.6 million, or 49% of our'reinsurance segment revenues
for the year then ended,.from $2.1 million, or 24% of our reinsurance segment revenues, for the year ended
December 31, 2004, . . . -

Year Ended December 31, 2005 Compared to Year Ended December A31, 2004

" Total Revenues. Total revenues increased 37%, or $12.2 million, to $45.1 million for the year ended
December 31, 2005 from $32.8.million for the year ended December 31, 2004. Of this increase, 72% was
attributablé.to growth in"our fee-based management services segment, particularly in California, and 28% of this
increase was attributable to the increase in our reinsurance 'segment. Of the revenues from our fee-based
management services segment for year ended December 31, 2005, 74% and 26% were attributable to revenues
from our groups in New York and in California, respectively, compared to 93% and 7%, respectively, of these
revenues for the year ended December 31, 2004. Of the revenues from our reinsurance segment for the year ended
December 31, 2005, 67% and 33% were attributable to our groups in New York and in California, respectively,
compared to 87% and 13%, respectively, of these revenues for the year ended December 31, 2004.

Reveriues from Fee-based Management Services. Revenues from fee-based management services for the
year ended December 31, 2005 increased 32%, or $8.8, million to $36.5 million from $27.7 million for the
comparable period in 2004; Of this increase; 62% was attributable to the growth in our self-insured groups covering
the contracting industry. Of this growth in revenues, 85% is attributable to our groups in California as our relatively
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new market presence gained momentum. Revenues from fee-based management services attributable to our groups
in New York increased by 5% to $27.0 million for the year ended December 31, 2005 from $25.7 million for the
comparable period in 2004, Revenues attributable to our New York groups were adversely affected by lower fees
received from the Healthcare Industry Trust of New York, or HITNY, olr largest group, as a result of 2 modification
" to our agreement with HITNY. This modification changed the basis on which HITNY’s rates are calculated to
negotiated rates from New York manual premium rates.

Revenues from Reinsurance. Net reinsurance premiums increased 649, or $3.3, million to $8 4 million for
the vear ended December 31,.2005 from $5.1 million for the year ended December 31, 2004. This increase was
attributable to the increase in the number of the self-insured groups that we manage for which Twin Bridges
reinsures a portion of the excess coverage these groups obtain. During ‘the .year ended Deccmber 31, 2005 Twin
Bridges reinsured a portion of the excess coverage obtamed by 13 of the 14 groups that we. managed at that time.
During the year ended December 31 2004, Twin Bndges reinsured a portton of the excess coverage obtamed by
only 9 of the 12 groups we then managed. As reinsurance policies were renewed during the second half of 2004 and
into 2005, groups that we managed which previously had obtained excess coverage from other insurers began to
obtain their excess coverage from NY Marine & General. In turn, NY ‘Marine & General ceded a portion of this
coverage to Twin Bridges. Geographtcally, 64% of the growth in net remsurance premiums in 2005 was atmbutable
to the groups we manage in California.

* Investment Income. lrwestment income for the year ended Décember 31,2005 increased to $209 thousand
from $54 thousand for the year ended December 31, 2004, Thts 1ncrease was due to an mcreased level of
investments held by our’ remsurance segmient. ot

Total Expenses Total expenses mcreased 40% or $]07 mllhon to $37 7 mtlhon for the year ended
December 31, 2005 from $27.0 million for the year ended December 31, 2004. Of-the total expenses for the year
ended December 31, 2005, $31.0.million, or 82%, was attributable to our fee-based management services segment,
$6.5 million, or 17%, was attributable to our reinsurance segment and $311 thousand, or 1%, was attributable to our
corporate and other segment. '

Losses and loss adjustment expenses.  Losses and loss adjustment expenses increased 42%, or $1.1 million, to
$3.6 million for the year ended December 31, 2005 from $2.5 million for the year ended December 31, 2004. This
increase was much less than the 64% increase in net reinsurance premiums during the same period because of the
refinement of estimated loss reserves. For the years ended December 31, 2005 and 2604, we estimated losses and
loss adjustment expenses to be 43% and 49% of net reinsurance premmms respectlve]y These loss reserve
estimates are reviewed regularly pursuant to an actuaridl analysis and are adjusted as experience develops or new
information becomes known; such adjustments are included in mcome in the period in wh1ch they are made. No
reserve development was recorded i m 2005 or 2004.

L H

i-Fees paid 1o general agents and brokers - Fees pald £0. general agents and brokers increased 21% or
$2.0 million, to $11.5 million for the year ended December 31, 2005 from $9.5 million for the year ended
December 31, 2004. Of this increase, 91%, or $1.8 million, is attributable to the growth of our California groups and
9%, or $178.thousand is attributable to our groups in New, York.

Poltcy Acqmsmon Costs. Po]tcy acqu1smon costs mcrea*;ed 64%, or $962 thousand to $2 5 mllllon for the
year ended December 31, 2005 from $1.5 million for the year ended December 31, 2004 , These.costs are a fixed
percentage (appr0x1mately 29%) of our assumed reinsurance prem1ums and grew in propomon to the 64% increase

in net reinsurance premiums discussed above.
. . : ; 1 < ‘

' Selling ! general and adniinistrative éxpenses.  Selling, general ‘and administrative expenses increased 49%,
or $6.6 million, for the year eided December 31, 2005 to $20.0 million from $13.4 million for the year ended
December 31, 2004. Of this increase, $3.1 million, or 47%, is attributable to increased payrolls and related
employee expenses for our fee-based management services segment. Approximately $3.0 million, or 45%, of the
increase in selling, general and administrative expenses for the year ended December-31,-2005 is attributable o
increases in other components of selling, general and administrative expenses, including professional fees,
advertising and marketing €xpenses, claims review expenses, office administration, dues and fees, and occupancy
costs. These expenses rose significantly as we expanded in California. The majority of our non-direct operating
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expenses are included in our fee-based management services segment because our reinsurance segment to date has
been small relative to our fee-based management services segment. Office and administrative expenses of our
reinsurance segment amounted to $396 thousand for the year ended December 31, 2005, compared to $206
thousand for the year ended December 31, 2004, We contract with Quest Management Services Limited, an
independent management firm based in Bermuda, to perform general and administrative functions for Twin
Bridges.

Provision for Income Taxes. Provision for income taxes of $63 thousand for the vear ended December 31,
2005 represented the income tax on taxable income of CRM, CRM CA and Eimar only for the period from
December 27, 2005 to December 31, 2005. Prior to this period, CRM, CRM CA and Eimar were limited liabitity
companies whose former owners were taxed on their proportionate share of the limited liability companies’ taxable
income. Both CRM Holdings and Twin Bridges are domiciled in Bermuda and are not subject to U.S. income
taxation. ) ' '

Net Income. Net income increased 25%, or $1.5 million, to $7.3 million for the year ended December 31,
2005 from $5.8 million for the year ended December 31, 2004. Net income as a percentage of revenues was 16% for
the year ended December 31, 2005 compared to 18% for the year ended December 31, 2004,

Income before iaxes from Fee-based Management Services. Income before taxes from our fee-based
management services segment for the year ended December 31, 2005 increased 13%, or $641 thousand, to
$5.6 million, or 15% of our fee-based management services revenues for the year then ended, from $4.9 million, or
18% of our fee-based management services revenues, for the year ended December 31, 2004,

Income before taxes from Reinsurance. - Income before taxes from our reinsurance segment for the year ended
December 31, 2005 increased 134%, or $1.2 million, to $2.1 million, or 24% of -our reinsurance segment revenues
for the year then ended, from $886 thousand, or 17% of our reinsurance segment revenues, for the year ended
December 31, 2004. ' L

Liquidity and Capital Resources

We are organized as a Bermuda exempted holding company: and as such, have no direct operations. Qur assets
consist of investments in our subsidiaries through which we conduct substgntiall'y all of our management and other
services for the self-insured groups thz‘tt:w_e manage and our primary insurance and reinsurance operations. We have
subsidiary operations in Bermuda and the United States. Funds to meet any obligations we may have will come
primarily from dividends, interest and other statutorily permissible payments from our subsidiaries. The ability of
our subsidiaries to make these payments will be limited by the applicable laws and regulations of the jurisdictions in
which the subsidiaries operate. : : ’ .

Our primary insurance subsidiary, Majestic, is required by law to maintain a certain minimum level of surplus
on a statutory basis. Surplus is calculated by subtracting total liabilities from total admitted assets. The NAIC has a
risk-based capital standard designed to identify property and casualty insurers that may be inadequately capitalized
based on inhérent risks of each insurer’s assets and liabilities and its mix of net premiums written. Insurers falling
below a calculated threshold may be subject to varying degrees of regulatory action. As of December 31, 2006, the
statutory surplus of Majestic was in excess of the prescribed risk-based capital requirements that correspond to any
level of regulatory action, Further, Bermuda law and regulations will restrict the payment of dividends from retained
earnings, or distributions out of contributed surplus, by our reinsurance subsidiary, Twin Bridges, unless certain
regulatory requirements are met, Pursuant to our recently terminated reinsurance agreement with NY Marine &
General, Twin Bridges is restricted from distributing more than ten percent of its retained earnings by way of
dividends, inter-company transfers or related party loans since the date of its last audited financial statements. In
addition, we are subject to a U.S. federal withholding tax of 30% on any dividends paid to us from our
U.S. subsidiaries. Accordingly, we do not expect to receive dividends from our U.S. subsidiaries for the foreseeable
future. . . A L
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Cash Flows

Net cash provided by operating activities amounted to $2.6 million for the year ended December 31, 2006
compared to $11.6 million for the year ended Decembet 31, 2005. For the year ended Deceinber 31, 2006, major
components of cash provided by operating activities were net income of $14.3 million, increases in reserves for
losses and loss adjustment expenses of $8.1 million and increases in other accrued expenses and unearned premiums
of $2.9 million and $1.4 million, somewhat offset by the increases in premiums receivable of $10.7 million,
restricted cash of $5.2 million, reinsurance recovemble of $2.0 miltion and accounts receivable of $2.0 million.

Net cash provided by operating activities amounted to $11.6 million for the year ended December 31, 2005,
compared to $5.3 million for the year ended December 31, 2004. For the year ended December 31, 2005, major
components of cash provided by operating activities were net income of $7.3 million, the decreases in restricted
cash and cash equivalents of $3.5 million and premiums receivable of $1.1 million, and the increases in reserves for
losses and loss adjustment expenses of $3.6 million, and other accrued expenses of $2.2 million partially offset by
the increases in accounts receivable of $2.0 million, and decreases in unearned premiums of $3.3 million and
unearned management fees and commissions of $1.7 million.

Net cash used in investing activities amounted to $88.6 million for the year ended December 31, 2006 as
compared to $8.4 million for the year ended December 31, 2005 and $0.6 millicn for the year ended December 3 1,
2004. For the year ended December 31, 2006, investing activities were primarily purchases of available-for-sale
investments of $221 million, net purchases of short-term investments of $4.0 million and the acquisition of
Embarcadero of $43.3 million, somewhat offset by sales and maturities of available-for-sale investments of
$180 million. For the year ended December 31, 2003, investing activities were primarily purchases of availa-
ble-for-sale investments of $10.6 million, somewhat offset by sales and maturities of available-for-sale investments
of $2.5 million. For the year ended December 31, 2004, capital expenditures totaled $0.3 million and net advances
of loans receivable totaled $0.3 million.

Net cash provided by financing activities for the years ended December 31, 2006 and 2005 totaled $324 and
$63.1 million, respectively, as compared to net cash used in financing activities of $3.9 million for the year ended
December 31, 2004, The major component of cash provided by financing activities for the year ended December 31,
2006 was the issuance of junior subordinated debt of $36.1 million. Major components of cash provided by
financing activities for the year ended December 31, 2005 were net proceeds from the issuance of common stock of
$68.7 million offset by distributions to the former owners of CRM 'and Eimar of $7.9 million. The major

: components of cash used for financing activities for the year ended December 31, 2004 was distributions to the
former owners of CRM and Eimar of $3.8 mllhon

Ijiquidity and Capital I'(equirements

Our ongoing cash requirements are expected to be the expenses to develop and implement our business
strategy, as well as capitdl expenditures, losses and loss adjustment expenses, fees paid to general agents and
brokers, the servicing of future borrowing arrangements, taxes and other operating expenses. In addition, we are
required to increase the amount of security we provide to NY Marine & General as we increased the amount of
excess coverage we reinsure. This security may be in the form of letters of credit or a pledge of cash and
investments. The potential for a large claim under one of our reinsurance contracts means that we may need (o make
substantial and unpredictable payments within relatively short periods of time. While our board of directors
currently does not intend to declare dividends or make any other distributions 1o the shareholders of CRM Holdings,
our cash requirements will also include the payment of any future dividends to our shareholders if and when our
board of directors determines to change our dividend policy.

We recently acquired all of the outstanding shares of Embarcadero for $46.3 million in cash plus $1.9 million
in acquisition expenses for a total consideration of $48.2 million. We also contributed $5.0 million of capital to
Majestic subsequent to the closing. All amounts were paid in cash."We partially financed the acquisition through the
issuance of $36.1 million in junior subordinated debentures to a newly formed Delaware statutory trust subsidiary in
. connection with the issuance of $35.0 million of trust preferred securities. The junior subordinated debentures
mature December 15, 2036 and are callable after 5 years at our option at par plus accrued interest. The interest rate
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on ;ﬁ_c j'u'_nipr-subofdina‘lecj debenture’s is fixed until’December 15, 2011 at 8.65%. Thereafter, the interest rate is
~thrée month LIBOR plus 3.65%. o

- Through our acquisition of Embarcadero, the Cérhpaﬁy assumed $8.0 million of senior debentures, The senior
' d'ebehtu'rgs mature May 23,2033 and are callable on or after May 23, 2008. The interest rate of the senior debentures
- i§ three month LIBOR plus 4.2% and may'not exceed 125%.

We have executed a lease for approximately 26,400 rentable square feet with parking space located in
Poughkeepsie, New York for a building that is currently under construction. The term of the lease will commence in
the fourth quarter of 2007 or such later date on which the construction is substantially complete and the building is
available for occupancy. The lease term is fifteen years with options to renew for two additional five year terms.
Annual lease payments are $924,000 in the first five years, $1,016,400 in years five through ten, $1,118,040 in years
ten through fifteen, $1,257.696 in the first renewal term and $1,415,040 in the second. The lease also provides for an
option to purchase the building, exercisable 120 days prior to the anticipated occupancy of the building under the

.lease. The option price is approximately $3,500,000 plus all doi:umemed out-of-pocket construction costs after
May {, 2005. if we fail to exercise this initial option, we have an additional option to purchase the building during
the first two years of our lease for the fair market value of the property, which will not be less than $3,500,000 plus
the costs incurred by the landlord in developing and constructing the building. If we do exercise the option, we

" intend to finance the acquisition of the property with proceeds from a.commercial mortgage.

We Have begun the process of identifying and developing an enterprise-wide policy processing and man-
agement software system. This project is expected to require up to two years to’ compleie and we expect that the
projéct will entail a significant capital expenditure. Other than this project and the possible exercise of the option (o
purphgse thé property in Poughkeepsie, capital expenditures for the next 12 months are expected to approximate
$750,000 for fu_rhitu‘re'arid equipment. '

Sources of Cash

We expect our future sources of funds will consist of fees and commissions earned from our fee-based
management services business, premiums writien in connection with our primary insurance and reinsurance
businesses, investment income and proceeds from sales and redemptions of investment assets. CRM amended an
existing revolving credit facility with KeyBank under which CRM is entitled to borrow up to $5 million until
- June 30, 2007. This amendment renews our prior $5 million credit facility that expired June 30, 2006. Borrowings
under the facility may be used for general business purposes and are due on demand. Interest on the loans
‘outstanding under the facility is payable monthly at a rate per annum equal f(j KeyBank’s prime rate. All of CRM’s
' oblig"afibns under the facility are secured by a lien on substantially all of CRM’s assets and are guaranteed by CRM
.CA, Eirhar ahd Agency Captive. The facility limits CRM s ability to purchase or sell assets otherwise than in the
_ ordinary course of business, prohibits CRM from permitting any liens on its assets, subject to customary exceptions,
prohibits. CRM from incurring debt for borrowed money, including leases, except for trade debt incurred in the
normal course of business and indebtedness or leases for term loans, leases, vehicles or equipment of up to
$0.4 mil'lion‘,;limits mergers and consolidations of CRM and prohibits investments and loans by CRM. As of
Décembér 31, 2006, there is no balance outstanding under the credit facility.

. We believe that our cash from operations and, if needed, borrowings under our credit facility will be sufficient
to méet our working capital and other operating requirements. ’

Adequacy of Capital
In Bermuda and the United States, insurers and reinsurers are required to maintain certain minimum levels of

capital and risk-based capital, the calculation of which includes numerous factors specified by the respective
insurance regulatory authorities and the related insurance regulations.

While insurance regulations differ by location, each jurisdiction requires that minimum levels of capital be
maintained in order to write new insurance business. Factors that affect capital requirements generally include
premium volume, the extent and nature of loss and loss expense reserves, the type and form of insurance and

i

Teinstirance business underwritten and the availability of reinsurance protection on terms that are acceptable to us.
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We used $47 million of our net proceeds from the initial public offering to provnde additional surplus to Twin
Bridges.

We may need to raise additional funds to expand our business and manage our growth. The amount and timing
of these capital requirements will depend on many factors. At this time, we are not able to quantify the amount of
additional capital we will require in the future or predict the timing of our future capital needs. If we cannot maintain
or obtain adequate capital to manage our business strategy and expected growth targets, our busmess results of .
operations and financial condition may be adversely affected

Posting of Security by Twin Bridges

Under an agreement with NY Marine & General that was in effect for the year ended December 31,2006, Twin
Bridges is required to post security for any unpaid liabilities under the contract. Twin Bndges amended its existing
letter of credit facility (the “Amended Unsecured Letter of Credit Facility™) wnh KeyBank on June 30, 2006. Under-
the Amended Unsecured Letter of Credit Facility, Twin Bridges is entitled to draw letters of credlt of lup to
$7 million. Twin Bridges pays a fee of 1.5% of the principal amount of each letter of credit issued. The Amended
Unsecured Letter of Credit Facility has an expiration date of June 30, 2007 and replaces the $6.5 million credlt
facility that expired June 30, 2006. The Amended Unsectired Letter of Credit Facility contains covenants similar to
the covenants in CRM’s revolving credit facility with KeyBank described above under “Sources of Cash.” The
borrowmgs outstanding under it have been guaranteed by CRM, CRM CA, Eimar and Agency Captive.

In addition, Twin Bridges amended its second letter of credit loan facility (the “Amended Sec’inréd Letter of

Credit Facility”) with KeyBank on June 30, 2006. Under the' Amended Secured Letter of Credit Facility, Twin -
Bridges is entitled to draw letters of credit in the principal amount of up to $9 million. The Amended Secured Letter -

of Credit Facility expires on June 30, 2007 and replaces the $7.5 million credit facility that expired on June 30, 2006.
The amendment also reduces the fee that Twin Bridges pays from 0.75% to 0.35% of the principal amount of each
letter of credit issued. Any letter of credit issued under the Amended Secured Letter of Credit Facility is secured by
investments, cash and cash equivalents held in a carrying value in egual amount. Twin Bridg'es' also has
arrangements with KeyBank and Smith Bamey Citigroup pursuant to which Twin Bridges may obtain cash
coilateralized letters of credit.

At December 31, 2006, letters of credit in the prmc1pa] amount of $6.5 million were "outstanding’ under the
Unsecured Letter of Credit Facility and letters of credit in the amount of $25.2 million were outstanding under the -
Secured Letter of Credit Facility and an informal arrangement with Smith Barney Citigroup. Until October 2005,
the Unsecured Letter of Credit Facility and the Secured Letter of Credit Facility were gnaranteed perscnally by the
pre-restructuring eatities. '

Contractual Obligations

The following table summarizes information about our contractual obligations as of December 31, 2006.

Payment Due by Period .
* Less than . ** .More Than

Total 1 Year 1-3 Years  3-5 Years 5 Years ~

(Dollars in thousands) .. T .

Contractual Obligations ............. $ 3300 $ 825+ $ 1,650 $ 825 . —
Long-Term Debt Obligations... . . ... ... 156,525 3,882 7764 7,964 137,115
Capital Lease Obligations .. .. ...... .. — — - - —
QOperating Lease Obligations , ., . ...... 17,890 1,585 2,689 2,020 11,596

Purchase Obligations ............... — — — — _—

Other Long-Term Liabilities Reflected on | .

our Balance Sheet under GAAP. . . ... — — —— — . —
Total ... ... $177,715  $6,292  $12,103 310,609 = $148,71]

85




Off-Balance Sheet Transactions

We have no off-balance sheet arrangements or transactions with unconsolidated, special purpose entities.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK "

Market risk can be described as the risk of change in fair value of a financial instrament due to changes in
interest rates, creditworthiness, foreign exchange rates or other factors. We will seek to'mitigate that risk by a
number of actions, as described below. ‘

Interest Rate Risk

Our fixed rate holdings are invested predominantly in high quality corporate, government and municipal bonds
with relatively short durations. The fixed rate portfolio is exposed to interest rate fluctuations; assuming all other
factors remain constant as interest rates rise, their fair values decline and as interest rates fall, their fair values rise.
We work 1o manage the impact of interest rate fluctuations on our fixed rate portfolio. The effective duration of the
fixed rate portfolio is managed with consideration given to the estimated payout timing of our liabilities. We have
investment policies which limit the maximum duration and maturity of individual securities within the portfolio and
set target tevels for average duration and maturity of the entire portfolio. For additional information on our
investments and investment policies, see “Tlem } —— Business — Our Business Segments — Our Reinsurance
Segment — Investments” and “— Our Primary Insurance Segment — Investments.” :

N 1 '

The table below summarizes our interest rate risk. It illustrates the sensitivity of the fair vatue of fixed-income
investments to selected hypothetical changes in interest rates as of December 31, 2006. The selected scenarios are
not predictions of future events, but rather illustrate the effect that such events may have on the fair vatue of our
fixed-income portfolio and shareholders’ equity (dollars in thousands): ‘

' ) ) Hypothetical

Percentage Increase
(Decrease) in

Estimated Change in Shareholders’
Hypothetical Change in Interest Rates Fair Value Fair Value Equity
) (Dollars in thousands}) .

200 basis point increase . . ..., .. oe oL $ 6,989 $186,219 8.4%

100 basis point increase . . ... ..o 3,500 189,708 42%
"Nochange..........oo-... e — 193,208 0.0%

100 basis point decrease. .. ............-. Z (3,638) 196,846 (4.3)%

200 basis point decrease. ... . . .. e (7.427) . 200,635 . (8.9%)

Disclosure About Market and Credit Risk

Our exposure to market risk is confined to our fixed income investments and cash and cash equivalents. We
currently invest in highly-rated financial instruments, primarily United States treasury bills and agency securities,
and money market funds and maintain effective portfolio duration of less than four months. We do not currently
hedge interest rate exposure. Due to the short-term nature of our investments, we do not believe that we have any
material exposure to interest rate risk arising from our investments.

As we broaden our array of invested assets, we expect our portfolio will primarily include fixed icome
securities and short-term investments, which will be subject to credit risk. This risk is defined as default or the
potential loss in market value resulting from adverse changes in the borrower’s ability to repay the debt. Our risk
management sirategy and investment policy is to earn competitive relative returns while investing in a diversified
portfolio of securities of high credit quality issuers, and to limit the amount of credit exposure to any one issuer.

Effects of Inflation

We do not believe that inflation has had a material affect on our consolidated results of operations. The effects
of inflation could cause the severity of claims to increase in the future. Our estimates for losses and loss adjustment
expenses include assumptions, including those relating to inflation, about future payments for settlement of claims
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and claims handling expenses. To the extent inflation causes these costs to increase above our estimated reserves
that are established for these claims, we will be required to increase reserves for losses and loss adjustment expenses
with a correspending reduction in our earnings in the period in which the deficiency is identified. The actual effects
of inflation on our results cannot be accurately determined until claims are uitimately settled.

87




ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA o . :

s T o ' CRM Holdings, Ltd.

Tt Peoow . . December 31, 2006
A S . R . Contents
REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTINGFIRM ... ...... 86
With respect to the consolidated financial statements . ...............ovvvenn et 86
REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM. .. .. SV 87
With respect to internal control over financial reporting . .......oovvoe ey 87
FINANCIAL STATEMENTS ... ..... T R EEEEREREEE 89
Consolidated Balance Sheets. . ................ e e 89
Consolidated Statements of Income and Comprehensive Income. . ... ...t ' 90
Consolidated Statements of Changes in Shareholders’ and Members’ Equity .. ........ 91
Consolidated Statements of Cash Flows . .. .. ..o i 92
Notes to Consolidated Financial Statements . . ........... P 93-129

88




REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors of
CRM Holdings, Ltd. and Subsidiaries

'

We have audited the accompanying consolidated balance sheets of CRM Holdings, Lid. and subsidiaries (the
“Company™) as of December 31, 2006 and 2005 and the related consolidated statements of income and compre-
hensive income, changes in shareholders’ and members’ equity and cash flows for each of the three years in the
period ended December 31, 2006. These financial statements aré the responsibility of the Company® s management
Our respon51b|hty is to express an optmon on these ﬁnancral statements based on our audits. - :

I

We conducted our audtts in accordance with the standards of the Public Company Accountmg Oversight Board
{United States) Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit also includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements, assessing the accounting pririciples
used and significant estimates ‘made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion. : :

In our opinion, the Company’s fi nancial statements present fairly, in all material respects the financial posmon
of the Company as of December 31, 2006 and 2005, and the results of its operations and its cash flows for the three
years in the period ended December 31, 2006 in conform:ty with accounting principles general]y accepted in the
United States.’

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States); the effectiveness of the Compaiiy’s internal control over financial reporting as of Decermnber 31,
2006 based on' criteria established in Internal Control — Integrated: Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commlssron {COSO0) and our report dated March 2, 2007 expressed an
unquahﬁcd oplmon thereon. - :

-

s/ JOHNSON LAMBERT & CO. LLP

[ . : v

Falls Church, Virginia
March 2, 2007 - D
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors of
CRM Holdings, Ltd. and Subsidiaries

We have audited management’s assessment, included in Management’s Report on Internal Control Over
Financial Reporting appearing under Item 9A, that CRM Holdings, Ltd. (the “Company”) maintained effective
internal control over financial reporting as of December 31, 2006, based on criteria established in Internal Control-
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission
(COSO). The Company’s management is responsible for maintaining effective internal control over financial
réporting. Our responsibility is to express an opinion on management’s assessment and an opinion on the
effectiveness of the Company’s internal control over financial reporting based on our audit. :

We conducted our audit in accordance with the standards of the Public Company Accounting Qversight Board
(United States). Those standards require-that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over financial reporting, evaluating management's
assessment, testing and evaluating the design and operating effecti'\géness of internal control, and performing
such other procedures as we considered necessary in the circumstan'ées. We believe that our audit provides 2
reasonable basis for our opinion. ’ ' '

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the mainienance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s
assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

The scope of Management's assessment of the Company’s internal control over financial reporting as of
December 31, 2006 excluded the November 14, 2006 acquisition of Embarcadero Insurance Holdings and its
subsidiaries that represent $217 million of consolidated total assets and $8.6 million of consolidated net revenue of
CRM Holdings, Ltd. in its consolidated financial statements as of and for the year ended December 31, 2006.
Accordingly, Management’s assessment as of December 31, 2006 does not include the internal control over
financial reporting of those operations.

In our opinion, management’s assessment that the Company maintained effective internal control over
financial reporting as of December 31, 2006, is fairly stated, in all material respects, based on criteria established in
Internal Control — Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COSQO). Also, in our opinion, the Company maintained, in all material respects, effective internal
control over financial reporting as of December 31, 2006, based on criteria established in Internal Control-
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission
(COS0).

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated balance sheets of the Company as of December 31, 2006 and 2005, and the related
consolidated statements of income and comprehensive income, changes in sharcholders’ and members’ equity, and
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cash flows for each of thp three years in the period ended Dccember 31, 2006 and our report dated March 2, 2007
expressed an unqualified opinion thereon. _

+

i,
i . s/ JOHNSON LAMBERT & CO. LLP
Falls Church, Virginia '
March 2, 2007 .
h ' ' vt
' LI
i = : . : i




- : T o . CRM Holdings, Ltd.
Consolidated Balance Sheets

ASSETS
Investments: .

Fixed-maturity securities, available-for-sale (amortized cost $193,467 and $8,192). . .
Equity securities, available-for-sale (cost $11904 andnil). . ... ...
ShOTt-term INVESIMENLS . . . . v o v veeeeneeeeeeens e e
Investment in unconsolidated subsidiary . ... :. ... i

!'_ Total INVESUITIEILS . « -+ v o e bbb n et
Cash and cash equivalents . . .. .. ... r i
Cash and cash equivalents, restricted .. ... ... ... .. i
Accrued interest Teceivable . . .o vttt e e
E_.’remiums réceivable, NEL. . ...« oot D
Reihsurancerecoverable........................................' .......
Accounts receivable. . .. .. ....... .. s
ljefe'rred policy acquisition costs .. ............. JR U
[:)‘eferred IICOMIE BAKES - « v o v v et e et et mee e e e i
Goodwill........... ... .. R EREREE
ptl}erassets....................: ...... e e e e

il‘otai ASSEEE . & ottt e e e e e

+

LIABILITIES AND SHAREHOLDERS® EQUITY

Reserve for losses and loss adjustment eXpenses. . . ... vv v
Reinsurance payable .. ... ... .. .. i
Unearned I T 1 R R R R
Unearned management fees and COMMISSIONS . . . .. oo v vvnveven e onnenneos
Long-term debt and other secured borrowings. ......... PP P
ACCIUEd TPO COSS . + o o v e v et e e e e et ea e e s
Accrued EXPENSES .. ... ... e

" Total Habilities. . ... oo ot

Common Stock
Authorized 50 billion shares; $.01 par value;

15.5 million common shares issued and outstanding;. ... ... ... ol
0.8 million Class B shares issued and outstanding . . . ... ...
Additional paid-in capital. . . .. ... ...
Retained armings . ... ..vvveeerneannee o e
P}bcumu!ated other comprehensive loss, net Of taX . . e e s

- Total shareholders’ qUItY. . . .. ... o ittt e

ie

5

See Notes to Consolidated Financial Statements.
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December 31,
2006 2005
(Dollars in thousands)

$193,208 $ 8,185

12,089 —
7,671 —
1,083 —

214,057 8,185
14,257 67,923

6,546 885
2,325 34
17,806 2,648
30,749 —
5,572 2,024
1,143 442
6,803 5
2,695 —
4,400 1,761

$306,353  $83,907

$153,622 3§ 6,280

1,538 —
8,080 1,494
613 1319
44,115 83
— 2411

14,741 3,390
222,709 14,977

Total liabilities and shareholders’ equity . . .. ...... ... ..ol

155 155

8 8
66,566 66,056
16,973 2,717
(58) (6)
83,644 68930

$306,353  $83,907




CRM Holdings, Ltd.

Consolidated Statements of Income *
- And Comprehensive Income -

Years Ended December 31,

e 2006 2005 2004
(Amounts in thousands, except per
" share data)
Revenues 2
Fee-based management services: _— o
Management fees ... ........................ e e $33,275 $30,540  $23,510
Commission INCOIMIE . . . ...\ttt ettt e et ettt oo e, 6,722 5955 4,146
39,997 36,495 7 27,656
Net premiums.earned . .. . .......... e e Coo.o.r 30,702 - 8,362 5110
Investment inCOmMe . J. ... ... ettt e 4,349 210 " 54
Total revenues . . .. ... P P 75,048 45067 32,820
Expenses o R
Lossgs and loss adjustment eXpenses. . . ... vttt e e 10,490 3,584 2,528
Fees paid to general agents and brokers . ......... e 10,935 11,490 9,508
Policy acquisition COSIS . ... ... ... iiiin i i e . .8,249 2,473 1,511
Selling, general and administrative expenses . ...................:.... 29,009 . .20075- 13440
INMETESt EXPENSE - . . . .ot eee et 533 107 - 27
TOtal EXPENSES . . . . . e v v ettt . 59216 37,729 . 27,014
Ihcome before 1aXes . . .. ... . e e 15,832 7,338 - 5,806
Provision for income taxes . ...................... B 1,576 63 _ —
NetIncome............................ AT A $14256 § 7,275 "% 5806
Basic and fully diluted earnings pershare . .. . ....................... $ 088 .8 0.70 l $ 057
Weighted average shares outstanding: . . '
Basic........... ... .vaon oo A 16,247 - 10,428 . . 10,247
CFully diluted. .. oL e e 16,247 10,431 10,247
Comprehensive Income ) _ - , o )
NEt INCOME . ... 0t e et e ettt e . $14256  $ 7275 $.5.806
Other comprehensive income (loss): s
Unrealized investment holding (losses) gains arising during the peried . . . . (32) "20¢ —
Less reclassification adjustme'nt for net losses (gains) inctuded in net o ‘
income . . . ... SR R 14 " (26) —
Income tax benefit on other comprehensive income . ... .............. 16 — —
Total other comprehensive loss . .. ... ... ... . e (52) - (6) —
Total comprehensive income. . ... ....... . ... ... ... ......... $14,204 $ 7,269 $ 5806

See Notes to Consolidated Financial Statements.
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Balances at December 3, 2003 .. ..
Netincome. . .................

Distributions to members of pre-
restructuring LLCs. .. .........

Balances at December 31, 2004 . . ..

Netincome. .. ................

Unrealized holding losses arising
during the period . . .. .........

Distributions to members of pre-
restructuring LECs. . ....... ...

Amortization of unearned
compensation

Reclassification of members” deficit
and common stock and paid-in
capital of pre-restructuring
entities

Issuance of common stock in
connection with formation of the
Company

Repurchase and retirement of
common shares

Issuance of common stock in initial
public offering, net of offering
COsts

Balances at December 31, 2005 .. ..

Net income. . . . . e
Unrealized holding losses arising
during the period . . . ..........

Amortization of unearned
compensation

Retirement of common shares and
paid-in capital

Balances at December 31, 2006 . . ..

CRM Holdings, Ltd.

Consolidated Statements of Changes in
Shareholders' and Members® Equity

Members® Common
Equity Stock and Accumu-
(Deficit) in Paid-in lated other
Pre- Capital of Addittonal Compre-
restructuring Twin Common Class B Paid-in Retained hensive
LLCs Bridges Stock Shares Capital Earnings loss Total
{Dollars in thousands)
$(2,113y $1000 $— $— § — § (5 3I— 5Q,169)
4,920 — — — — 886 — 5,806
(3,754) — i — - = (3,754)
947) 1000 _— @ — — 835  — .. 888
5,393 — — — — 1,882 — 7,275
— - - = - - ® 6)
(7,943) —_ — — -— — — (7.543)
— - - 13 S — 13
3497 (1000)  —  —  (2498) — — —
— - 12 — — —_ — 12
— — . - — - - (12)
— — 155 8 68,541 — — 68704
— — 155 8 66056 _ 2717 _(6) . 68930
— — — — — 14,256 — 14,256
- — _ — — — (52) (52)
— — — — 540 — — 540
— - = 6y _ — _— (€2))
$ — 3 — $155 $66,565 $16.973 $(58) 383,644

&9
el

See Notes to Consolidated Financial Statements.
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. . CRM Holdings, Ltd.

Consolidated Statements of Cash Flows

Years Ended December 31,
2006 2005 2004
(Dollars in thousands)

, CASH FLOWS FROM OPERATING ACTIVITIES
; NELIICOME .« « o oo et et e e e e e e e e e e e e $ 14256 . $ 7275 % 5.806

Adjustments to reconcile net income te net cash provided by operating activities:
Depreciation and amortization . . . . ... . L e e 280 226 189
| Amortization of unearned compensation, restricted stock . . .. ... ... ... ... 509 13 —
Amortization of discounts on fixed-maturity secunties . . .. ., ... ... ... . ... {1,966} {49) —
Net realized losses (gains) on sale of investments ... ................. o i4 (26) _—
Deferred income tax benefit . ... .. T, N . (498) (5) -
Changes in: : ! '
Cash and cash equivalents, restricted . . .. ... ... . . e (5,215) 3506 (3,391
Premiums receivable . . . . . .. L (10,737 1,110 ('] b19)
Reinsurance recoverable ... ....... e e e e (1,977 — —
Accounts receivable . .. ... ... e AN (2,021) (2,026) 49
Policy acquisition costs e e e e e e (701) 972 {590)
OHNEr ASSBIS. © . v vttt i e e e e e (1,447) (185) (94)
Reserve for losses and lcm adjustmem BXPEMSES . . .o 8,130 3,584 2,528
Reinsurance payable . . . ... ... e 334 — —
Unearned premiums . . . .. ..ot e, 1,449. (3,286) 1,995
Unearned management fees and commissions . . . . . ... ............, ., . ..... (07 {1,685} .143
ACCTUE EXPENSES . L L 4\ v v s e e e e e e e 2,854 2,202 251
Net cash provided by'. opc}ar.ing activities ... ... o e e 2,557 11,626 5,267
CASH FLOWS FROM INVESTING ACTIV]’I‘IES
Purchases of INVESIMENES . . . . . . . .. o e e e e (221,3282 (10,611 —
Proceeds from sales and maturities of investments . . . . ... .. ..., ... ... ... . e 180,409 2,494 —
Net purchases of short-term investments. . ... ..................... TP . (4,001 — —
Acquisition of Embarcadero, netof cashacquired . . . .............. ... .. ... ..... (43,347) — —
Fixed assets, mel. . .. . .ot e e e e e PP .- (719) (285) (A10)
Loans receivable, net .. ....... .. .. . ... e e .« 376 19 (259)
Net cash used in ‘investing ACHVILIES . . v v e e e e e (88,610) (8,383) (569)
CASH FLOWS FROM FINANCING ACTIVITIES ’ o
Net proceeds from issuance of common stock . . . . ... ... ... ... — 68,704 —
(Decrease} increase inaccrued IPO COSIS . . .. ..ottt i e (2411} 2,411 —_
Net secured BOMOWINES . . . . .. ...t ittt e et e e e (50) (76) (127)
Issuance of junior subordinated debt . . .. .. ... L 36,083 — —
Junior subordinated debt issuance costs .. ... ...l P (1,235) L —
Distributions paid to LLC Members .. ... ........oouuurnnnennn .., ce = (7.943)  (3.754)
Net cash provided by (used in) financing activities. . . ................ DN 32,387 63,096 (3.881)
Net (decrease) increase incash. .. .. ...t i e (53,666) 66,339 817
Cash and cash equivalents \ ‘ .
Beginning .. ... I T 67,923 1,584 767
Ending. . ..., P J $ 14257 $67.923  § 1584
Supplemental Cash Flow Disclosures .

Income (axes Paid . . . . ..., e $ 694§ — 5 —
Interest paid . . . ............ e e T e e 3 500 $ 107 $ 26
See Notes to Consolidated Financial Statements.
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CRM Holdings, L.td.

Notes to Consolidated Financial Statements

Note 1. Nature of Business and Significant Accounting Policies
Organization o . : e e, :
CRM Holdings, Ltd. (“CRM Holdings” or the “Company”) is a Bermuda holding company and 100% owner of
CRM USA Holdings, Inc. (“CRM USA Holdings™), a United States holding company, and Twin Bridges (Bermuda)
Lid. (“Twin Bridges”) a Bermuda company. The Company’s legal domicile is Bermuda, the jurisdiction in which it
is incorporated.

CRM USA Holdings has four principal operating subsidiaries, Conipen'saliop Risk Mzinagers, LLC (“CRM"),
Compensation Risk Managers of California, LLC (“CRM CA”), Eimar, LLC (“Eimar”) and Embarcadero
Insurance Holdings, Inc. (“Embarcadero”). Embarcadero has one principal operating subsidiary, Majestic Insur-
ance Company (“Majestic”) and two dormant subsidiaries, Great Western Insurance Services, Inc. (“Great
Western™) and Redhorse Insurance Company, Ltd. (“Redhorse”). '

Acquisition of Embarcadero Insurance Holdings, Inc. : .

On November 14, 2006, CRM USA Holdings acquired all of the outstanding shares of Embarcadero, for acash
purchase price of $46.3 million, as more fully described in Note 2. The acquisition is being accounted for using the
purchase method of accounting. Embarcadero’s assets, liabilities and resilts of operauons are included in the
Company s results beglnnmg November 14, 2006.

* Restructuring and Initial Public Offering

The Company completed an initial public offering (“IPO”) on December 27, 2005, llSlll‘lg its shares on the
NASDAQ National Market under the symbol “CRMH". The Company.sold 6 million shares of common stock, par
value $.01 per share, at a price of $13.00. The proceeds to the Company were $68.7 million, net of underwriting and
offering expenses of $9.3 million.

Effective Decernber 27, 2005, immediately prior to the closing of the IPQ, the former owners of CRM, CRM
CA, Eimar (collectively. the “Pre-restructuring L1.Cs”) and Twin Bridges contributed all of their interests in these
entities to the Company in a series of transactions (the “*Restructuring”). The former shareholders of Twin Bridges
and members of the Pre-restructuring LLCs ultimately received a total of 9.5 million common shares and 0.8 million
Class B shares in exchange for, and in the same proportion as, their ownership interests in the pre-restructuring
LLCs and Twin Bridges. Total shares issued and outstanding as a result of the IPO and .the restructuring were
15.5 million common shares and 0.8 million Class B shares. :

For the periods prior to the restructuring and [PO, the accompanying financial statements include the
combined financial statements of the Pre-restructuring LLCs and Twin Bridges. The combined financial statements
for the periods prior to the restructuring are referred to as “consolidated” in these financial statements. For periods
including and subsequent to the restructuring and IPO, the accompanying financial statemems include, on a
consolidated basis, the accounts of CRM Holdings, Ltd. and subsmhancq Allsignificant i mter-company transactions
and balances have been eliminated upon consolidation.

Basis of Accounting and Principles of Consolidation
The accompanying consolidated financial statements have been prepared in accordance with accountmg
principles generally accepted in the United States of America. .

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States requires management to adopt accounting policies and make estimates and assumptions that affect

certain reported amounts and disclosures. The application of purchase accounting requires the use of estimation
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CRM Holdings, Ltd.

Notes to Consolidated Financial Statements — (Continued)

techniques  in determining the fair value of the assets acquired and liabilities assumed. These estimates-.are
inherently subject to change, and actual results may ultimately differ materially from those estimates.

Fl "

) Reclass:ﬁcatwn o

Certain prior year amounts have been reclass1ﬁed to: confonn to the basis of presentauon used in 2(}06

ot P i e ' oy

. [ ] - "
' P 0t i

Fee-Based Management Servwes '

Revenues from fee-based rnanagement services 1nclude management fees recelved from self-insured groups,
which are based on a percentage.of the premiums of the self-insured groups. The portion of such fees that relate to
fees paid to general agents and brokers is recorded as revenue when payable by the group, which is the same time
that the obligation for fees paid to general agents and brokers is recorded. The balance of such fees is earned ratably
over the period to which they apply. The portion of management fees that relate to future penods at the balance sheet

date is recorded as uneamed management fees, i "t

5

The Company also receives comm1ssrons for excess insurance. coverage it places for these groups, including
commissions from NY Marine and General as more fully described in Note 12. Such commission income is earned
ratably over the terms of the underlying insurance coverage. The portion of-commission income that relates to the
remaining term of the underlying insurance coverage at the balance sheet date is recorded as unearned commission
income. Commrsmons received.for. surety bonds that the Company. places for the self-insured groups are earned
upon receipt. , e B T . .

e 1

In determining revenue recogmtlon policy, the Company has been gu1ded by FASB Statement of Financial
Accounting Principle No. 5 dnd Staff Accountmg Bulletin (“SAB”) No. 101 and relies on the fact that the
management fee is comractually determmed that the fee is realizable and that thé contract term'is firm. All
management services are prov1ded w1thm each respectrve policy périod. As a result, no reserves “for further
obligations are recorded. Contractually, upon the termination of a management servicés agreement, ali obllgatlons
of the parties to each other are ended.

During the years ended December 31, 2006, 2005 and 2004, the Company provided management and other
related services to 15, 14 and 12 self-insured groups, respectively. During the years ended December 31, 2006, 2005
and 2004, 69%, 74% and 93% of fee-based management services revenues were from self-insured groupsiocated in
New York. The balance of such revenues was from groups located in California,

One self-insured group accounted for 23%, 27% and 38% of the Company’s fee-based management services
revenues for the years ended December 31, 2006, 2005 and 2004 respectively. For the years ended December 31,
2006 and 2005, the three largest self-insured groups, two of which are located in New York and one in California,
accounted for 59% and 60% of the total fee-based management services revenue, respectively. For the year ended
December 31, 2004, the three largest self-insured groups, all located in New York, accounted for 74% of total fee-
based,management services revenue. . R .. . oo C

Primary Insurance Premiums

Premiums written are recognized ratably over the term of the policy. The portion of billed premiunls in excess
of premiums earned at the balance sheet date is recorded as unearned premiums. In respect-to most of the policies
written by Majestic, premiums are based on the estimated payroll and loss experience of an employer and Majestic’s
applicable premium rates. A portion of. Majestic’s premiums are written on an adjustable basis. Premiums from
those policies can be adjusted retrospectively in accordance with the actual loss experience of the policyholders’
claims ansing during the policy.term. These retrospective premium adjustments are periodically made to the net
premiums earned to reflect the changes in the estimation of the policyholders’ ultimate losses as more information
becomes available over time..
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Reinsurance Premiums Assumed

Management has evaluated its reinsuranee'anangementé with NY Marine & General and Majestic and
determined that insurance risk is transferred to Twin Bridges pursuant to these reinsurance agreements, Under
Statement of Financial Accounting Standards (“SFAS”) No. 113, Accounting and Reporting for Reinsurance of
Short-Duration and Long-Duration Contracts, these reinsurance agreements have been determined to be a short-
duration prospective contract and, accordingly, reinsurance premiums are earned ratably over the term of the
underlying excess coverage policy. The portion of the reinsurance premiums that relate to the remaining term of the
reinsurance policy at the balance sheet date is recorded as unearned reinsurdnce premiums. Such reinsurance
premiums are subject to adjustment based upon- modification to the premiums charged on the underlymg excess
coverage pollcy Such adjustments are reflected in current operauons when estimable. -

+

lnvestments o -

The Company s fixed maturlty and equity securities are classified as available- for- sale and are reported at thelr
estimated fair value based on quoted market prices or dealer quotes. Unrealized investment gains and losses:on
securities are recorded as a separate component of other comprehénsive income or loss, net of deferred income taxes
to the extent the underlying investment is held in a taxable entity. The cost of fixed maturity and equity securities is
adjusted for impairments in value deemed to be other-than-temporary in the period in which the determination is
made. These adjustments are recorded as investment losses. The asseéssment ‘of whether such impairment has
occurred is based on management’s case-by-case evaluation of the urderlying reasons for the decline in faif value,
The Company also considers the length and severityof the temporary impairment of an investment to determine
whether the |mpa1rment is other than temporary. Realized gains and losses are determined on the basis of specific
identification. Investment income is recogmzed when earned and mc!udes interest together with amort1zat10n of
préemiums and discounts on fixed maturity securmes dividends from equlty securities, realized gains and losses and
investment expenses. Certain investments have been pledged as secunty under certain credit facilities, as more fully

described in Note 12 and Note 13. , o CL .o

i [
1

Certificates of deposit and money market funds are classified as short-term investments, and stated at

amortized cost, which approximates fair value. '

The -investment in* unconsolidated subsidiary is recorded at cost and is comprised of common securities
purchased in connection with the junior subordinated debt obligations more fully described in Note 14.

1

fl

Cash and Cash Equivalents

ta R . § ot

*Cash includes currency on'hand and demand deposits with financial institutions. The Company considers all
“highly liquid debt instruments purchased with maturities of three months or less to be cash equivalents. Cash
equivalents are carried at cost, which approximates fair value. At times, management maiitains cash balarices in
excess of insured limits and believes they do not represent a significant credit risk to the Company. Certain cash and
cash equivalent balances have been pledged as security under certain credit facilities, as more fully described in
Note 12 and Note 13.

Preminms Receivable

Premiums receivable include primary insurance and reinsurance premium amounts due from policyholders
and insurance carriers who cede premium-to the Company. Premiums receivable also include retrospective
premiums receivable, which represents the difference between initial premium charges and premiums adjusted
to reflect the policyholders’ actual loss experience of the insured risk. Thé allowance for-doubtful accounts
represents the Company’s best estimate of uncollectible premiums included in premiums receivable, and amounted
to $163 thousand as of December 31, 2006.-No allowance was deemed necessary as of December 31, 2005 and
2004. No premiums receivable balances were written off during 2006, 2005 and 2004,
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At the end of the policy terms, payroll-based premium audits are performed to determine earned premiums for
that policy year. Earned but unbilled premiums include estimated future audit premiums and are subject to changes
in payrolls due to growth, economic conditions and seasonality. The estimates are continually reviewed and
adjusted as experience develops or new information becomes known. Any such adjustments are included in current
operauons

Reinsurance Recoverable

Amounts recoverable from reinsurers are estimated on an individual contract basis, in a manner consistent with
the associated reserve for losses and loss adjustment expenses. Included in reinsurance recoverable are paid losses
recoverable from reinsurers and prepaid reinsurance premiums to reinsurers. Recoverables are reporled net of any
allowance for estimated uncolléctible reinsurance recoverables. No allowance was deemed necessary as of
December 31, 2006. No reinsurance recoverable balances were writlen ~off during 2006. The Company evaluates
and monitors the financial condition of its reinsurers to minifnize its exposure to ﬂgmﬁcant losses from reinsurer
insolvencies,

-

Accounts Receivable

Accounts receivable consist primarily of billed and unbilled management fees and other services receivable
from the self-insured groups managed by CRM and CRM CA, and billed and unbilled commissions on excess
insurance policies placed on behalf of these groups. Accounts receivable are carried at face value less any allowance
for doubtful accounts. At December 31, 2006 and 2005, no allowance was deemed necessary. Receivable balances
of $372 thousand were written off in 2(}06 No receivable balances were wrmen off durmg the vears ended
December 31, 2005 and 2004.

Deferred Policy Acguisition Costs

Deferred policy acquisition costs include commissions, premium taxes and certain ‘underwriting and other
policy issuance costs and are primarily related to the production of new and renewal business. These costs are
deferred and amortized as the related insurance and reinsurance premiums are earned or recorded. Deferred policy
acquisition costs are evaluated to determine if recorded amounts exceed estimated recoverable amounts after
allowing for anticipated investment income. Premium deficiency, if any, is recorded as amortization of deferred
policy acquisition costs. The Company believes that these costs are fully recoverable at December 31, 2006 and
2005. .

1

Goo;:lwill

Goodwill represents the excess of the cost of acquiring a business enterprise over the fair value of the net assets
acquired. Under SFAS 142, Goodwill and Other Intangible Assets, the Company will test the carrying value of its
goodwill for impairment at least annually or more frequently if events or circumstances, such as adverse changes in
the business climate, indicate that there may be justification for conducting an interim test.

i

Fixed Assets

Fixed assets include automobiles, property and equipment, computer software and leasehold improvements
and are stated at cost, net of accumulated depreciation and amertization. Depreciation and amortization are
computed using the straight-line method over their estimated useful lives of the assets, generally three to seven
years. Leasehold improvements are stated at cost less accumulated amortization, and are amortized over their
estimated useful lives or lease terms, whichever is shorter. Fixed assets are included as a component of other assets
in the consolidated balance sheets, '
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Reserve Jor Losses and Loss Adjustment Expenses
. .- iy

Reserve for losses and loss adjustment expenses represents the ultlmate cost of all reported and unreported
losses and loss adjustment expenses associated with reported claims and claims incurred but not reported which are
unpatd at the balance sheet date. Anticipated recoveries on salvage and subrogation are deducted from liabilities for
unpaid losses and loss adjustment expenses. Liabilities for reserves are determined by many variables, including
case evaluation for reported losses, actuarial studies, statistical analysis, industry data and other factors. Man-
agement believes that the aggregate liability for losses and loss adjustment expenses at year-end represents its best
estimated, based on available data, of the amounts necessary to settle the ultimate cost of expected loss and loss
adjustment expenses. . - .. , . . ) .

These estimates are also subject to the effects of trends in loss severity and frequency and other trends such as
fluctuations in inflation, prevailing economic, social and judicial trends, legislative changes and internal and third
party claims handlmg procedures. There also may be a significant delay between the occurrence of the insured event
and the time it is actually reported to the Company. Accordingly, the dltimate settlement of losses and related loss
adjustment expenses may vary significanty from the estimates included in the Company’s financial statements.
These estimates are reviewed regularly and are adjusted as experience develops or new information becomes,
known. Any such adjustments are included in income in the period in which they become known.’

. . . . - . . H
Advertising Costs . e R Coe . g
N Ve
Advemsmg costs, 1ncludmg sellmg and marketmg expenses are. expensed as mcurred Advertmng costs
totaling $1,356 thousand, $940 thousand and $460 thousand were. included in selling, general and administrative

expense for the years ended December 31, 2006, 2005 and’ 2004 respectively.

Share-Based Compensation

The Company accounts for stock-based compensation plans using the fair value accounting method prescribed
by SFAS No. 123(R), Share- Based Payment. The fair value method requires compensauon cost to be measured
based on the fair value of the equnty instrument atthe : grant or award date. Stock-based compensauon is accrued over
the vestmg period of the grant or award. .

Income Taxes £ . R A8

CRM Holdings and Twin Bridges are Bermuda companies and as such have no income tax liabilities.
Management believes that CRM Holdings and Twin Bridges are not involved in the active conduct of a trade or
business in the U.S. for U.S. tax purposes and as such has not provided for any federal or state and local income
taxes for these entities. K e

CRM USA Holdmgs and its sub51d1anes file a consohdaled U.S. federal income tax Teturn in accordance with
the provisions of the Internal Revenue Code of 1986 as amended. The future tax consequences of temporary
differences between financial reporting and tax baseés of assets and liabilities are measured at the balance sheet dates
and are recorded as deferred income tax assets and liabilities. Valuation allowances are established when
management assesses, based on available mformatlon that it is more likely than not that deferred income tax

assets will not be reallzed .
= 4y G M

For the periods preﬂented in these financial statements- prior to the date of the restructuring, the pre-
restructuring LLCs were organized as- limited liability companies where the members were taxed on their
proportionate share of the’'LLCs’ taxable income. Subsequent to the restructuring; CRM, CRM CA and Eimar
elected to be taxed as U:S. corporations. Therefore, for CRM, CRM CA and Eimar, income taxes have been

provided in these financial statements only since December 27, 2005 and not prior,
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Twin Bridges has received an undertaking from the Bermuda-Minister of Finance assuring it that if any
legislation is enacted in Bermuda that would impose income or capital taxes, then the imposition of any such tax
will not be applicable to Twin Bndgeq or any of its operauone shares, debentures or other obligations until
March 28, 2016 '

- P e
“ . T ] ' . ! . - ¥

i R P : : [ e o : ' ‘ N '

. Segment Reporting.. . " o e
The Company manages its operations through four'reportable segments, fee-based* management services,

primary insurance, reinsurance, and corporale and other. Certain information about segmem operations is addressed

in Note 24,

LR et

Offering Costs o .

Direct offering costs incurred in connection with the December 27, 2005 IPO, including certain amounts
payable for underwriting, legal, audit and printing services, were deducted from the gross proceeds of the offering.

L

Recent Accounting Pronouncements

In September 2006, the FASB issued FASB Statement No. 157 Fair Value Measuremems, Wthh defines falr
value, establishes a framework for measuring fair value under GAAP and expands disclosures about fair value
measurements. FASB Statement No. 157 applies to other accountmg pronouncements that require or permit fair
vale measurements. The new guidance is effective for financial statements issued for fiscal years beginning after
November 15,2007, and for interim periods within those fiscal years. We are currently evaluating the potential
impact, if any, of the adoption of FASB Statement No. 157 on our.consolidated financial position, and results of
operations. ) . S

In September, 2006 the Securities and Exchange Commission issued Staff Accounting Bulletin No. 108,
Considering the Effects of Prior Year Misstatements when Quantifyving Misstatements in Current Year Financial
Statements (“SAB 108”). SAB 108 provides interpretive guidance on how the effects of prior-year uncorrected
misstatements should be considered when quantifying misstatements in the current year financial statements. SAB
108 réquires registrants to quantify misstatements using both an income statement and balance sheet approach and
evaluate whether either approach results in a misstatement that, when all relevant quantitative and qualitative factors
are considered, is material. The adoption'of SAB 108 as of December 31, 2006 did not have a malerlal effect on the
Company’s consolidated ﬁn.mcmi position or requltq of operauons :

I BN ~

In July 2006, the FASB issued Interpretation (“FIN") No. 48, Accounting for Uncertamry in Income Taxes.

FIN No. 48 clarifies the accounting for uncertain tax posmons as described in SFAS No. 109, Accounting for Income . ‘

Tuxes, and prescribes a recognition threshold and measurement attribute for the financial statement recognition and
measurement of a tax provision taken or expected to be taken in a tax return. This interpretation also provides
guidance on derecognition, classification, interest and penalties, accounting in interim periods, disclosure and
transition. Additionally, it applies to the recognition and measurement of income tax uncertainties resulting from a
purchase business combination. The requirements under FIN No. 48 are effective for reporting periods beginning
after December 15, 2006, We are currently evaluating the impact FIN No. 48 will have on the Company’s results of
operations and financial position.

Note 2. Acquisition of Embarcadero

On November 14, 2006, CRM USA Holdings completed the acquisition of Embarcadero for $46.3 million in
cash. The acquisition provides the Company with an enhanced presence in California as well as the ability to expand
its insurance and reinsurance activities to other states where Majestic is licensed as an insurer. In addition to cash on
hand, the acquisition was financed through the issuance of $36.1 million in junior subordinated debentures to a
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newly formed Delaware statutory trust subsidiary in connection with the net proceeds of the issuance of
$35.0 million of trust preferred securities more fully described in Note 14.

" Of the aggregate purchase price, $4 million will be held in escrow for up to 18 months following the élosing to
cover potential claims for breaches of certain representations, warranties and covenants, and an additional
$3.2 million will be held in escrow for five years to cover indemnification claims by CRM USA Holdings with
respect to reserves for losses and loss adjustment expenses. Should any amounts become recoverable through these -
escrow arrangements, they would be included in current earnings in the year of recovery.

The-purchase price has been allocated to the assets acquired and liabilities-assumed using management's best
estimate of their fair values as of the date of acquisition. The computation of the purchase price and its allocation to
the net assets acquired based on.their fair values as of November 14, is presented below:

Determination of Purchase Price (Dollars in Thousands)

Total cash consideration paid ........ i P $46,292
Expenses incurred in connection with the acquisition. . .. .......... e e o 1,945
Total purchase price and transaction @XPENSES . . . . ..\t i it i e et e ettt $48,237

Allocation of Purchase Price .
Net book value of Embarcadero as of November 13 2006 . ' $46,054
Adjustments to reflect the estimated fair value of assets acquired and liabilitiés assumed:

Reserve for losses and loss adjustment expenses . . . . . P e e e . 6,156
Reinsurance recoverable . ........... e D D P .. (6,861)
Deferred policy acquisition costs . ... ... .. SPURPR e e T (674)
Deferred income taxes. .. ............. e e 736
Other deferred expenses ........... ... .. i, i - (248)
CFIXEA SSELS - . .. e (74)
Unrealized gams on investments . ........ e AR e fe e « 453
Goodwill . /. ... .. N AP P e 2,695
Total purchase price .. .. .... . ceaeen I U .- S R . “$48,‘237

All of the goodwill resultmg from the acqu151t10n haq been allocated to the Prlmary Insurance segment, and is
expectecl to be deducnble for tax purposes over a penod of 15 years.

1
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The condensed statement of.net assets acquired reflects_ the fair value of Embarcadero’s net assets as of
November 14, 2006 as follows: :
As of November 14,

. . . 2006
{in Thousands) -

Assets: _ ) _
Cash and investments. .. ........... I $164,403
Prenmiums receivable, NEL . . . . . oottt e e e e e e e e e 4,420- -
Reinsurance recoverable. . ... . o e e e e : 28,772
Other 1eceivables . . . . i e e e e e . 3,548
Deferred iNCOME LAXES - - . o ottt e ettt e e ettt e e 6,285
Goodwill . . .. o e e L . 2,695
Fixed assets, net.-. . . ......... 0. A 164
Total assets acquired .. .. ... ... ... e 210,287
LIABILITIES:
Reserves for losses and loss adjustmént EXPEMSES . . .. .o e 139,212
Reinsurance payable ....... ... ... o i n : 1,204
Unearned premiums . . .. ... ..ot i e e L - 5,137
Senior debt Tacility. . .. .. ... . e © 78,000
. Other acerued Habilities . . ..o e e e e 8,497
Total liabilities assumed . ... ....... ... .. .c.ccooiiaion.. e 162,050
Net assets acquired. . ... ... vuernenenan... e e A $ 48,237
3 '
. I - i Bl
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The following unaudited pro forma condensed financial information presents the results of operations for the
Company assuming the Embarcadero acquisition had occurred at the beginning of the respective periods presented.

. Years Ended December 31,
2006 2005

(Dollar amounts in
thousands, except per

share data})

Revenues . L
Fee-based management services . .. ................. e - $ 39, 997 $ 36,495
Net premiums earned . . . ... .. o ittt e 86,601 79,653
Investmentincome. .. ..... ... e, [P . 8,791 4,222
Realized gains on investments . ....... 3,544 1,709
Total revenues . . .. .........ouiuiiii it P ... 138933 122,079
Expenses. :
Losses and loss adjustment expenses . ...................... e e e 46,570 47,981
Fees paid to general agents and brokers .. ... ........ ... ..., e . 10,935 11,490
Other policy acquisition costs. ... ... ..ttt i e L 22310 13,013
Selling, general and administrative expenses. ............ e e e e 28,416 - 34,1 15
Interest expense . . .. .............. R 3,833 . 3,640
Total expenses. ................ ... e - 117,065 110,239
Income before taXes. . o .ot i i e e e e e e - 21,868 - 11,840
Provision for income taxes....... e e . 3,834 309
NELINCOME - .« ot e e e e e e e e e e e e e e $ 18,034 $ 11,031
Basic and fully diluted earnings pershare. . . ....... ... .. ... ... ... .... . $ 111 % 1.06
Weighted average shares cutstanding: ' :

BASIC . . .ot . 16,273 10,428

Fully diluted ... .... ... .. e e e 16,273 10,431

Note 3. Earnings per Share

Basic earnings per share are calculated uvsing the weighted average number of common and Class B shares
outstanding and excludes any dilutive effects of warrants, options and convertible securities. For periods prior to the
PO, the 10.3 million shares of Common and Class B shares of the Company issued to former owners of the Pre-
restructuring LLCs and Twin Bridges are assumed to be outstanding for all periods presented. As of December 31,
2006 and 2005, there were 210 thousand and 89 thousand restricted shares and no warrants, options or convertible
securities outstanding, respectlvely

The following tables show the computation of the Company’s earnings per share:

For the year ended December 31, 2006

Income Shares Per Share
{Numerator) {Denominator) Amount
(Dollars and shares in thousands)

Basic and fully diluted earnings pershare .. ................... $14,256 16,247 $0.88
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“ A ~ 727" For the year ended Décember 31, 2005
: Income Shares Per Share
(Numerator) (Denominator} -Amount
T ) . (Dollars and shares in thousands)
Basic earmings pershare .. ........ ... .. ... ... e $7,275 10,428 50.70
Effect of dllutlve secuntles ' ' : ‘
Unvested restricted SAres . . . . ..o vveesress e s o T 3Ty —
Fully diluted earnings per share.. . . . . P L $7,275 10431 . 8070

" Diluted earnings per share are calculated assuming conversion of dilutive convertible $ecurities and the
exercise of all dilutive stock options and warrants using the treasury stock method. 103 thousand shares of restricted
stock were excluded from the computation of fully diluted earnings per share for the year ended December, 31, 2006
because their effécts were anti-dilutive

- v

: ] i
" Fully dlluted earnlngg per share is the same as basic earmngs per share for the year ended December 31,2004
because the Company had no common share equwalents outstandmg ’

RS TN [ A PR l: [ o Y
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Note 4, Investments e . _ o

. The amortized - cost,” gross “inréalized galns gross unrealized losses and fair value of the Company’s
avallable for-sale mvestments are show in the tables below

Gross * Gross

L : - Amortized  Unrealized  Unrealized .

As of December 31, 2006 . “Cost™ Gains " Losses Fair Value

(Dollars in thousands) '
U.S. Government and agencies. . ............ e ... $44932 $ 4 $41 " $ 44,895
Obligations of states and political subdivisions ........... 79,660 — 135 7 79,525
Corporate and other obligations ... ................. .. -68,006 g8 - 65 "' 767,949
Mortage-backed obligations . . ........... ... PR 869 - — 30~ -+ 839
Total fixed-maturity securities, available for sale. . e 193,467 12 ' 271 . 193,208
Bquity SECUTIties & . ... ... 0 oo C 11,904 478 293 12,089
Total investment securities, available-for-sale . . ...~ ... ..., $205371 T $490 $564 ‘?‘$2-05.,297

Gross - Gross

Amortized Unrealized - Unrealized

As of December 31, 2005 Cost (zains Losses Fair Value

{Dollars in thousands)
U.S. Government and agencies .. ..................... $8,192 §— $7 $8,185
Obligations of states and political subdivisions ... ... R — — — —
Corporate and other obligations ...................... — — — —
Mortage-backed obligations ............... e — — = —
Total fixed-marurity securities, available for sale . . ... .. ... 8,192 — 7 8,185
Equity securities. ... ... o oo - — — —
Total investment securities, available- for-sale .. ... ..... .. $8,192 $— $7 $8,185

The amortized cost and estimated fair value of fixed-maturity securities available-for-sale at December 31,
2006 and 2005, by contractual maturity, are set forth below. Actual maturities may differ from contractual
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maturities because certain borrowers have the right to call or prepay obligations with or without call or prepayment

penalties. '
' December 31, 2006

Amortized
Cost Fair Value
. . ) {Dollars in thousands)

Dueinoneyearorless ........................ e  $ 66,961 o § 66,933
Due after one year through five years. . . ...... ... ... .. ... . ... ... 92,408 - 92301
Due after five years through tenyears .. .. ... ....... [P e L 25,206 25,125
Due aftertenyears ...................... ...... e . 8,023 8,010
: . . e 192,598 192,369
Mortgage-backed securities . ......... T L e T 869 839
Total fixed-maturity securities, available forsale. . ................... e ... $193467  $193,208

The following table sets forth the gross ur_lreali;eci Tosses included in accumulated other comprehensive losses
as of December 31, 2006 and 2005 related to available-for-sale fixed-maturity and equity securities. The table
segregates investments that have been in a continuous unrealized loss position for less than 12 months from those
that have been in a continuous unrealized loss position for twelve months or longer. ) - .

Less than 12 months 12 months or more Total
Unrealized , Unrealized Unrealized
December 31, 2006 Fair Value Loss Fair Valoe Loss | Fair Value Loss
. (Dollars in thousands)
U.S. government and agencies. ... ... .. ~$ 40426 S5 4] $— — $ 40426 $ 41
Obligations of states and political * ‘ '
subdivisions . ................... 76,901 135 — — 76,901 135
Corporate and other obligations . . . .. ... 52,739 65 — o 52,739 65
Mortgage-backed ............. .. ... 839 30 e = . 830 - 30
Total fixed-maturity securities, available - ‘ ) :
forsale. ... . ... ... . L. 170,905 271 . — — 170,905 271
Equity securities . ................. . 5,702 293 = — 5,702 293

Total investment securities, available-for-
sale. oo ... $176,607 $564 o $— $176,607 $3564
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Less than 12 months '12 months or more " Total
' ’ Unrealized Unrealized Unrealized
December 31, 2005 Fair Value Loss Fair Value Loss Fair Value Loss
) . (Dollars in thousands)
U.S. government and agencies ... ...... $3,187 $ 7 .5 $—  $3,i87 $ 7
Obligations of states and political
subdivisions .~ .. ... ... Ll — —

Corporate and other obligations ........

|
T
|

Mortgage-backed . . .. ...............

Total fixed-maturity securities, available

forsale ...,...... e e 3,187 7 3,187

_ —_ 7.

Equity secufitie_s ........ e —_— = — _: —_— i

Total investment securities, available-for- . . : I
$7 $— $— $3,187 $7

Sale . .. $3,187

There were 308 and 2 investments whose fair value is less than amortized cost at Decembér-B 1, 2006 and 2005,
respectively.

Due to fluctuations in interest rates, it is likely that, over the length of time a fixed-maturity security is held,
there will be periods when the investment’s fair value.will be less than its amortized cost, resulting in unrealized
losses. To the extent the Company has the intent and ability to hold the investment for a longer period, the security’s
fair value and amortized cost will tend to converge over time, reducing the size of any unrealized gains or losses.
The Company-determined that the decline in fair value for all of these securities was temporary based on the
Company's analysis of the securities, considering timing, liquidity, financial condition of the issuers, actual credit
losses to date, severity of the impairment and the Company’s ability and intent to hold the securities until they -
mature.

The, sources of investment income were as follows:

Year Ended December 31, 2006 2005 2004
' (Dollars in thousands)
Interest income on cash and cash equivalents. . . .. .. .. S R, $1,084 $122 $54
Interest income on fixed-maturity securities. . .......... e e e - 3,360 62 —
Interest income on other investments. . . ....... ... ... . e 12 — —
Dividends. .. = .. .. e 25— —
Realized gains oninvestments. ... ... ... ... ... ... i A 84 26 —
Realized 10sses on MVESIMENLS . . . ... ..\tunten e e __(98) - =
Investment income before investment eXpenses .............co i 4,467 210 54
Investment'expenses . . .......... [P e _(118) _— —
Total investment iNCOME . . . ... ... .. . .. it irtinee e, . '$4,349  $210° $54

Investments with a fair value of $116.3 million at December 31, 2006 were on deposit with various regulatory
agencies as required by law. There were no investments on deposit with regulatory agencies at December 31, 2005.
As of December 31, 2006 and 2005, respectively, investments with a fair value of $19.7 million and $9.1 million
have been pledged as security under certain credit facilities as more fully described in Note 12 and Note 13.

o
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Note 5. Deferred Policy Acquisition Costs

Chéngqs in dc_ferréq poiic.y acquisition costs are as follows: . ’
As of December 31, S : 2006 2005 2004
; ' {Dollars in thousands)
Balance at beginning of period . . . ... ... .. . L F 442 s$1414 $ 824
Policy acquisition costs deferred: . . .
COmMmMmISSIONS « .. vt r v e e e eiaa el e 6,657 1,450 2,030
Other. ... . - 2,293 51 71
8950 1,501 2,101
Amortization of policy acquisition costs . . ........... ... .l (8,249) (2,473) (1,511)
Netchange . ... .. . i e e ) . 701 . 972y . 590
Balance at end of period - . .. .. .. e $1,143 0§ 442 %1414

Note 6. Goodwill

. st

The acquisition of Embarcadero resulted in the establishment of goodwill of $2.7 million. Under SFAS 142,
Goodwill and Other Intangible :Assets, goodwill is no longer amortized but instead tested for impairment at least
annually or more frequently if events or circumstances, such as adverse changes in the business climate, indicate
that there may be justification for conducting an interim test. Impairment testing will be performed using .the fair
value approach, which requires the use of estimates and judgment. If the carrying value-of a reporting unit's
goodwill exceeds its fair value, the excess will be recognized as impairment and recorded as a charge against net
mcome. |

The Company will perform its annual impairment testing of goodwili in the fourth quarter of 2007.

Note 7. -Fixed Assets

Fixed assets are stated at cost less accumulated depreciation and amortization and are simmarized as follows:

As of December 31, - ' | C 206 2005
) " (Dollars in
. thousands)
Furniture, fixtures and computer equipment . . . ........ ... i i $1.351 $1,222
Computer software .. ......... ... it e e L7030 —
Automobiles . .. ... ... Ll e e . 101 101
Leasehold IMPIOVEIMENLS . . . ..o\ vttt et ettt it et et e e 332 299
. 2,487 1,622

. Less accumulated depreciation and amortization. . ... ... .. .. . Ceee e 913) . (651)

$1.574° $ 971

1 . + - ' . —— E

Depreciation and amortization expeﬁse for the Kyear ended December 31, 2006 was $280 thousand, of which

$60 thousand was attributable 10 amortization of capitalized software. Depreciation expense for the years ended
December 31, 2005 and 2004 was $226 thousand and $189 thousand, respectively. There was no amertization of

capitalized software in 2005 and 2004.
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" Note 8. Loans Receivable LN TN

The followmg loans receivable are, included in other assets.on the,accompanymg balance-sheets:

As ‘of December 31, T R AT T et 2006 2. 2005
D . RISFTSIE NS *«."r'u,, PSR (Dol]ars P
" -thousands) ;

L | S iy . .. < e L

Working capital loan to a general agent and its principals in connection with a self-insured
group.managed by CRM CA, which consisted of monthly advances from November,.2003-:,
..through. June, 2004 totalling $469: thousand,. at .which time monthly payments of $14 .~ . -7 - 1

. thousand, including principal and interest at 6% over 36 months, commenced, ... .. :a0n oy o $———‘i‘ $372
Employeeiloans for non-officers. of varying amounts, wrthtrepayrnent terms 'extending to 2008 . SRR T
and bearing interest up to 6% : : ... . ... .. O /O L L e G- el 23600 -+ 40
$36 . 412

ST R SR PR T e Ve —_ =
-"\' -‘. —-{

lnterest on loans recewable is recorded on the accrual ba51s except for loans in default N o 1nterest is accrued
on loans in default

Vi : e LR P L) e -l 'l‘ LT R

“The working capttal loan was written off agamst selhng general and admlmstratlve expenses 1n the th1rd
quaﬂer of 2006 pursuant to a settlement agreement wzth the general agent as more fully descrlbed in Note 21

- . i

,_
v

Note 9. Losses and Loss AdJustment Expenses '

- . L P .
o N . * . . . T £

Malesu . 1, B T T S L A

In order to refine loss reserve estimates, management analyzes Majestic’s .claims, data using. actuanally
acceptable methods of predicting future liabilities based upon historical results. These methods look at historical
paid losses at varlous points in time, claim counts and average costs of incurred losses, counts and average values of
unpaid losses, as well as variations of such techniques. Estimates of ultimate claims liability for each accident year
are derived usmg such techniques and the ultimate estimated claims liability for prior accident years 1s adjusted
durmg the year only to the extent that there is enough overall evidence that events have occarred that would result i in
a material change in its prior year estimate of ultimate claims liability. - A R R I T o
In addition, for the most current ac¢ident year, Majesttc uises a loss ratio méthod that s'tar't‘s*With'the-proj‘ectEd
loss ratios for each line of business, estimated from the prior .accident year, adjusted for projected wage inﬂation‘
loss cost inflation, and pricing adjustments. This adjusted loss ratio,is applied to the earned premium for the current
accident year to derive the ultimate estimated claims liability for the current accident year which becomes one of the
components of the overall estimated claims liability. These estimates are reviewed quarterly and are ad_lusted
throughout the current year whenever there is enough overall evidence-that one or more of the assumptions used
have changed such as to materially impact the total estimated ultimate liability for claims reported on the
Company’s balance sheet. Additional factors that influence the incurred losses and loss adjustment expenses for a
given period include the number of exposures covered in the current year, “trends in the frequency and severtty of
claims, or changes in the cost of adjusting claims. S

At the end of each accident year Majestic’s independent third party actuary conducts a complete analysis of
the claims data and provides a report indicating whether the estimate of the reserves for losses and loss ad_]ustment
expenses as reported on the balance sheet is a reasonable estimate of Majestic’s ultimate habtllty The'actuarial
techniques.employed by the independent actuary recognize, among other factors, Majestic’s claims experience, the
industry’s claims experience, historical trends in reserving patterns and loss payments, the impact of claim inflation,
the pending level of unpa1d claims, the legislative reforms affecting workers compensatton and the env1ronment 1n
which .insurance compames operate
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As a reinsirer, Twin Bridges establishes reserves for losses and loss adjustment expenses under’ applicable
insurance laws and regulations and U.S. generally accepted accounting principles. The Company uses the same
methodologles discussed above to determine Twin Bridges’ loss reserves, with some minor exceptions that are
discussed below.

» Ve ’ . . 1} » . b ‘ . “. * o b

Unlike Majestic, Twin Bridges has a short operating ﬁislory\ and has only been in existence since December,
2003. Since Twin Bridges began operations, only eight claims have been reported and there have been no paid
losses. This short operating history provides Twin-Bridges with a limited loss experience and a relatively small

- population of.underlying risks, as compared to other insurers and reinsurers. Accordingly, Twin Bridges’ loss

reserve estimates are more susceptible to an increased likelihood that actual results may not conform to estimates.

Since Twin Bridges has a very limited loss development experience, the independent external actuary has had
to rely heavily on expected losses. These expected losses are determined by the application of an industry excess
loss factor to an average pure premium for each self insured group, which is then multiplied by the earned payroll
for the applicable policy period. This calculation produces a point estimate and a reasonable range of expected
outcomes. In view of the mherent vanabxhty of these estimates, Management has deClded to establlsh the reserve for
losses and loss adjustment expenses afa level that approxlmates thé mid range of the’ actuary’s expected outcomes.
This methodology produced an amount’ that is higher than the actuary’s point estimate by approximately
$1.7 million as of December 31, 2006. ’

- ¥ i f}

The methods for making such estimates and for establishing the resultmg reserves are contmually revnewed

and updated, and any adjustments resulting are reflected in current operations.

 Activity: in-the feserve for losses and loss adjustment expenses is'as follows:
E e " . Lot a IS . . N S . ) : 3 o

As of December 31, o , © 2006 2005 2004

" " o T . _— {Dollars i.n thousands)
Gross hablhty begmnmg of penod ........ T R T $ 6280 32,69 § 168
Loss reinsurance recoverable ... ......... Ve e i e, — — —
Net llabllny at begmnmg of penod. .':'.. e e S .- 6,280 23696 o les
Acqmsmon of Embarcadero e et 112,666 — —
Net liability at begmnmg of penod as adjusted. . I Sooo 118,946 2,696 168
Incurred losses and LAE relatmg to S - ) . N
Currenl year ............. O PPN . 14,012 3,584 2,528
CPHOr Years . . . e i e T e ey -{3,522) — —
"Total incurred losses and LAE .. ! !, R ToroL o0 10490 ¢ 3,584 0 2,528
Paicl ‘los'ses and LAE relating to: 7 I - ‘ , T -
Current year. . . . . e e (2,129) . — —
Pnoryears.'. ‘ ............. .. o 7(2,598) — =
Total paid losses and LAE .. i o . ...... ‘. e L . . (4,72‘7) . —, —
Net liability: at end of penod ..... T m ceeea il 124,709 6,280 . 2,696
Plus reinsurance recoverable. ...’ .. ." S R EE R RN B et 28913+ —- —
Giross liability at end of period. . ... ............n . 000 8155622 $6280  $2696
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As a resnlt of changes in estimates of insured events in the prior years, the reserve for losses and.loss
adjustment expenses decreased by $3.5 million in 2006, of which $1.9 million is attnbutable to the remsurance
segment and $1.6 million is attributable to the primary’insurance segment. 8

Since Twin Bridges has no historical experience, prior year losses were esnmated based on mduslry data and
resulted in reinsurance loss ratios ranging from 39% to 66%. Twin Bridges has not experienced significant losses
since its inception and currently has eight open claims. Management has reevaluated the loss ratio and established,
based on the methodology discussed above, an overall estimate of 32%, which resulted in favorable loss
development for policy years 2003, 2004 and 2005. Majestic has experienced favorable loss development as a
result of favorable loss cost trends in the California market. The favorable development in 2006 was predominantly
from accidem year 2005, where reported indemnity claims and average cost per claim developed better than
expected. . . v

Note 10, Primary Insurance

A summary of the effect of primary reinsurance activities is as follows:

As of December 31, . 200'6 2005 2004
: (Dollars in thousands}
Written premiums . . .. ... e SRR R . $7902 $— 8
Eamed premiums. . . ... .. e e 8,374 — —
Losses and loss adjustment expenses incurred . . ... ... .. e 8,164 — —

Note 11. Reinsurance Ceded

The Company purchases reinsurance to reduce its maximum potential loss on individual risks and o protect
against possible catastrophes. Reinsurance does not legally discharge the ceding insurer from primary liability for
the full amount due under the reinsured policies. However, the assumir{g reinsurer is fully obligated to indemnify
the ceding company to the extent of the coverage ceded. The Company participates in an excess of loss coverage
program, under which the reinsurer reimburses the Company for losses and loss adjustment expenses over $600
thousand up to $50 million per occurrence. The Company is liable for losses and loss adjustment expenses that
exceed $50 million up to statutory limits. These agreements expire on June 30, 2007, and as of December 31, 2006,
10 remsurers participate m ihe program

A summary of the effect of reinsurance ceded is as follows: . - .
As of December 31, : ' 2006 2005 2004

- (Dollars.in thousands)
Written premiums . ... .............. e e $(758)  $— $—
Earned premiums . . . . . . .. P I I L) R —
Losses and loss adjustment expenses incurred . . .. .. .. e 3,198 — —
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Note:11. ‘Reinsurance- Ceded, Contmued T L T .
vpo . .
Total amounts recoverable from remsurers were $30 7, m11110n as of December 31 2006 which mcluded
$1.4 million relating to losses paid by Majestic and billed to reinsurers. The reinsurers representmg the largest
balanees 'of the aforementioned reinsurance recoverable as of Decem_ber 31, 2006 were as follows: -

R TR ' A o

Toﬁll Gross

[IER N T Lo o e <+ " Unpaid "Paid . Reinsurance
\ : Lyt . .ty .- _Losses ~ Losses . Recoverable
o L T . oA e, P i (Dollars in. thousands]
Hannover.RK-NS ., ... 0. oo o s R ... $21,024 , $.990 . $22,014
Dorinco Reinsurance Co. ... ... e A T SR 2357 26 2,383,
The St. Paul Fire & Marine Insurance Co. ... ... e e e 1,524 35 1,559 -
Lloyd’s Underwriters . ........... i 1,136 677. 1,203
Lloyds of Lond —DP Mann Ltd, . ..............ooiiianiiinnn. .. 1,000 22 1,022

Others . ....... T e e e D 1872 273 2,145
' ' $28913  $1413 " $30,326

Included in remsurance recoverable as of Deceinber 31, 2006 are prepaid reinsurance premiums as follows

(Dollars in thousands)

Hannover RK—NS . .................................... . A $158

Aspen Insurance —UK . ...... ... ... ... ... o [ e s c 57
Dorinco Remsurance Co [P PRRRENER FEEREREE REERREY e 50
Lloyd s— Liberty Syndlcate UK ......... e PP e S ;34
Lloyd’ s—Wellmgton UW ... ... .. P ST e e - 31
Others..f..-.......‘ ....... e e LN P AR - 93 '

Al December 31 2006, the Company held cdllateral under related remsurance agreements in lhe fonn of letters
of credit totaling $21.3 millicn that may be drawn against any amounts remammg unpaid for more than 120 days. At
December 31, 2006, no amounts were drawn under the letters of credit. ¢ :

Note 12.: Reinsu'rance Assumed

Twin Bridges reinsures a portion of the excess coverage obtained by the self-insured groups managed by CRM
and CRM CA (the “Groups”). Under the reinsurance agreement that expired on November 30, 2005, Twin Bridges
reinsured 50% of the risks-NY Marine & General underwrote and received 50% of the premiums "paid to NY
Marine & General by these Groups. Twin Bridges allowed a ceding commission of 28% of assumed premium to
cover acquisition, general and administrative expenses, a further 2% for stop-loss coverage and 1% to cover the
U.S. federal excise tax, or a total of 31% of assumed premiums. The stop loss coverage limits the Company’s losses
to 181.16% of assumed premiums, net of the ceding commissions, the cost of the stop-loss coverage and the
U.S. federal excise tax. NY Marine & General in turn paid a 20% commission to CRM for the excess workers
compensation coverage placed with NY Marine & General by CRM or CRM CA, as described in Note 1.

Pursuant to the December 2005 NY Marine & General Agreement, NY Marine & General offered full statutory
excess coverage for losses and loss adjustment expenses in excess of $500 thousand per occurrence for most of the
Groups. Under this agreement, Twin Bridges reinsures 70% of the excess coverage in exchange for 70% of the
premiums paid by the Groups. Twin Bridges allows NY Marine & General ceding commissions of 23.5% of the
assumed premiums to cover its acquisition, general and administrative expenses and an additional 3.45% to cover
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taxes, board fees and other such costs. NY Marine & General i turn paysa commission of-15% of gross premiums
to CRM and CRM CA as described in Note 1. NY Marine & General sought reinsurancé from other insurers to cover
100% of losses and loss adjustment expenses in excess of $5 million per occurrence up to $50 million per
occurrence, as well as reinsurance of losses and loss adjustment expenses in excess of $3 million per occurrence up
to a per occurrence limit of $5 million, subject to an-annual aggregate deductible of $3 million. NY Marine &
General and Twin Bridges shares proportionately the layer in excess of $50 million up to statutory limits, The excess
reinsurance secured by NY Marine & General inures to the benefit of Twin Bridges proportionately to its 70% quota
share participation. For this Twin Bridges cedes a premium of approximately 11% of the gross premiums it assumes
from NY Marine & General.

The December 2005 NY Marine & General Agreement also provides for fréquency coverage of $2 million,
with attachment points at various levels determined by the groups’ funded premiums. The agreement also provides
for Twin Bndges to assume 100% (rather than 70%) of direct losses if the net loss ratio after reinsurance recoveries
exceeds 70%. The higher participation rate will continiie until the net loss ratio after reinsurance recoveries equals
90%, when Twin Bridges’ participation will revert to 70%.

The Company is required to guarantee Twin Bridges’ performance of its obligations under the December 2(}05
NY Marine & General Agreement, subject to regulatory approval, if required. As of January 1, 2007 the Décember
2005 NY Marine & General Agréement was termmated as to new business and will continue only to operate on a
run-off basis. While in run-off, the Company remains liable for losses that are incurred during the term of the
groups pollcles in accordance with the terms of the December 2005 NY Marine & General Agreemem

Effective January 1, 2007, Majestic will provide excess coverage to the Groups., Pursuant 10 a quota share
agreement, Twin Bridges reinsures 90% of the coverage which Majestic provides to the groups net of lability ceded
to unaffiliated reinsurers and receives 90% of the premiums paid to Majestic by the groups net of premiums paid to
u_nafﬁliated reinsurers. Twin Bridges’ liabilities under the quota share reinsurance agreement, however, are capped
at specific levels. First, for excess coverage, Twin Bridges reinsures 90% of the losses and loss adjustment expenses
in excess of the group’s retention (currently $500 thousand) up to a per occurrence limit of $2 million. Second, for
the frequency coverage, Twin Bridges reinsures 90% of Majestic’s policy coverage to the groups up to $2 million
per policy. Third, for employers’ liability coverage, Twin Bridges reinsures 90% of Majestic’s policy coverage up to
a per occurrence limit of $2 million. Twin Bridges allows Majestic a ceding commissions of 15% on all ceded
premiums to cover Majestic’s costs associated with the policies, including dividends, commissions, taxes,
assessinents and all other expenses, except for loss adjustment expenses. Majestic in turn pays a commission
of 10% of gross premiums to CRM and CRM CA as described in Note 1. Twin Bridges is required to provide
Majestic with security to secure the reinsurance obligations, which may consist of a bank-issued letter of credit, a
reinsurance. trust fund for the benefit of Majestic or-cash.

For losses in excess of .these levels, Majestic has obtained reinsurance pursuant to its existing excess of loss
reinsurance program as described in Note 11. Under this program, Majestic will be reimbursed by the unaffiliated
reinsurers participating in the programs for all losses in excess of $2 million up to a'per occurrence limit of
$50 million with respect to the excess coverage provided by Majestic to the groups. Majestic.and Twin Bridges
share. proportionately the layer in excess of these reinsurance limits to the statutory limits, under the quota share
agreement between Majestic and Twin Bridges. A summary of the effect of reinsurance premiums assumed
consisted of the following: ‘

For the Year Ended December 31, : 2006 2005 2004

. . . S ) Co . (Dollars in thousands)
WIten PIEMIUMS ., .o o et e et e e i e e oo i e L$25113  $5,076  $7.105
Earmned premiums. . .. ... .oooiiiii . e L., 23,082 8,362, 5,110
Losses and loss’ adjustment expenses incurred , .~ % .. c.u oLl . 5,525 3,584, - 2528
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The reinsurance agreements between Twin Bridges and NY Marine & General require Twin Bridges to provide
certain collateral to secure its obligations to NY -Marine & General. Letters of credit totaling $31.7 million and
$14.6 million as of December 31, 2006 and 2005, respectively, were issued under the letter of credit facilities
described in Note 13. Of these letters of credit, $25.4 and $9.1 million were secured by investments and cash and
cash equivalents as of December 31, 2006 and 2005, respectively, pursuant to the Secured Letter of Credit Facility.
The balance of the letters of credit outstanding on those dates was issued pursuant to the Unsecured Letter of Credit
Facility. .

Note 13. Credit Facilities

On June 30, 2006, CRM amended its existing credit facility (the “Amended Revolving Credit Facility™) with
KeyBank National Association (“KeyBank”). The Amended Revolving Credit Facility is for $5.0 million and has an
expiration date of June 30, 2007 and renews the existing $5.0 million credit facility that expired June 30, 2006.
There were no borrowings under the Amended Revolving Credit Facility for the year ended December 31, 2006.
The weighted average interest rates on borrowings for the years ended December 31, 2005 and 2004 were 6.6% and
4.4%, respectively. '

Under Twin Bridges’ contract with NY Marine & General, Twin Bridges is required to post security for any
unpaid liabilities under the contract. Twin Bridges amended its existing letter of credit loan facility {the “Amended
Unsecured Letter of Credit Facility”™) with KeyBank on June 30, 2006. Under the Amended Unsecured Letter of
Credit Facility, Twin Bridges is entitled to draw letters of credit of up to $7.0 million. The Amended Unsecured
Letter of Credit Facility has an expiration date of June 30, 2007 and replaces the $6.5 million credit facility that
expired June 30, 2006.

In addition, Twin Bridges amended its second letter of credit loan facility with KeyBank (the “Amended
Secured Letter of Credit Facility™) on June 30, 2006. Under the Amended Secured Letter of Credit Facility, Twin
Bridges is entitled to draw letters of credit in the principal amount of up to $9.0 million. The Amended Secured
Letter of Credit Facility expires June 30, 2007 and replaces the existing $7.5 million credit facility that expired
June 30, 2006. The amendment also modifies the fee that Twin Bridges pays from 0.75% to 0.35% of the principal
amount of each letter of credit drawn. Any letter of credit issued under the Amended Secured Letter of Credit
Facility is secured by investments, cash and cash equivalents held in a carrying value of equal amount. ‘See Note 12
for the balance of letters of credit issued pursuant to these fac1l|t1es

Note 14. Long-Term Debt and Other Secured 'Bo'rrowings

In connection with the financing of the acquisition of Embarcadero on November 14, 2006, which is more fully
described in Note 2, CRM USA Holdings issued $36.1 million of junior subordinated debt obligations (“Junior
Debt™) in exchange for $35.0 million in aggregate proceeds from the sale of CRM USA Holdings Trust I (*Trust™)
capital securities and $1.1 million of Trust common securities. The Junior Debt matures December 15, 2036 and
bears interest at a fixed rate of 8.65% until December 15, 201 1. After such date, the interest rate will adjust quarterly
at a fixed spread of 3.65% above 3-month London Interbank Offer Rate (“LIBOR”) per annum. The capital and
common securities of the Trust, totaling $36.1 million, represent undivided beneficial ownership interests in the
assets of the Trust, have no stated maturity and must be redeemed upon maturity of the corresponding series of
Junior Debt securities — the sole assets of the Trust. The Trust will make quarterly distributions on the capital and
common securities at a fixed annual rate of 8.65% until December 15, 2011 and after such date at a fixed spread of
3.65% above 3-month LIBOR per annum.

The common securities are held by CRM USA Holdings and represent 100% of the issued and outstanding
¢ommon securities of the Trust. They are reflected as investment in unconsolidated subsidiary in the Company’s
consolidated balance sheet. The Trust is a VIE in accordance with FIN 46 and FIN 46®. CRM USA Holdings does
not consolidate its interest in CRM USA Holdings Trust I as it is not the primary beneficiary of the Trust.
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The Company and CRM USA Holdings have guaranteed the repayment of the capital securities. In addition,

the payments of all amounts due on the Junior Debt are guaranteed by the Company. These guarantees will remainin
place unnl the fu]l redemption of the capital securities and Junior Debt.

In connecnon with the offering, CRM USA Holdings incurred approximately $1.2 million of issuance costs
which have been capitalized and included in other assets. These costs are being amomzed using the straight-line
method over the respective term of the related Junior Debt. : ;

. Embarcadero holds an $8.0 million floating rate senior debt obligation (“Senior Debt™). The Senior Debt
matures May 23, 2033 and bears interest at a floating rate of 4.2% over 3-month LIBOR per annum. The interest rate
may not exceed 12,5% commencing on May 22, 2008 through the maturity of the Senior Debt. Interest is payable on
a quarterly basis and the Senior Debt may be called solely at Embarcadero’s option beginning May 23, 2008.

The Company also had various other secured borrowings consisting of capital. leases for equipment and
automobiles with varying maturity dates through 2007. .

As of December 31, the Company 3 long term debt and other secured borrowings are as follows:

“

December 1,

" Weighted
Average
Interest ‘
Rate Maturity 2006 2005
(Dollars in
. thousands)
Junior subordinated debt obllgatlon ...................... ... 865% 2036 $36,083 $—
Senior debt obligation . . ... .0 . . .. . .. 9.58 % 2033 8,000 —
Capital lease ebligations ... ....... ... .. .. .. o o o - = 32 83
' $44,115  $83

Note 15, Income Taxes

. The significant compenents of the consolidated provision for income taxes for the years e_ridéd December 31,
2006, 2005 and 2004 were as follows: ‘ T

Year Ended December 31, ’ 2006 2005 2004

(Dollars in Thousands)
Current income tax provision

Federal '. . . .. U D P $1,709 860 $—
Stateand local . .. ... .. 198 8 —
' 1907 68 _—

Federal ...... e o (325) (@)

Stateand local . ... ... ... ... ........ e e ©® - 1) —
. : ' : S 1) B ) B
Total income tax provision............ [ T S $1.576 %63 $—
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The income tax provision differs from the amount computed by applying the U.S. Federal income tax rate of
35% to income before taxes as a result of. the following: .

Year Ended December 31, o . ' ’ 2006 2005 2004

‘ o B ) \ ‘(Dollars in Thousands)
Theoretical Federal income tax at statutory rate of 35% ................... $ 5,541 $2.568 $2032 |
Tax-free Bermuda-domiciled income ........... . ... ...l Yoo (3,003) (622) (3t0)
Income attributable to pre-restructuring LLCs taxed in the hands of its .

members pl"iOl" tothe IPOdate ......... ... i ‘ (347 . (1,887) (1,722)
State income taxes net of federal benefit. . ... ... ... ... e 118 8 — |
Tax-exempt investment income. . .......... S e e C(T8) o —
Other. . o e e e . 5 4 — )
INCOME taX PrOVISION . . ...ttt ie e ie i e n s + $1576 % 63 .8 —

Deferred income taxes represent the tax effect of the differences between the book and tax basis of assets and
liabilities. Net deferred income tax assets and liabilities consisted of the following:

Years Ended December 31, 2006 2005 2004
T \ . ' (Dollars in Thousands}

Deferred income tax assets:

Fixedassets . .. ............ e e oo 3 14— 55—
Employeestockcomfaensation...........................: ........ 184 5 —
Reserve for losses and loss adjustment expenses . ......... e ... 6,298 — —

* Unearned premiums . .. ...... O 600 — —
Other............ e e e e e I
Gross deferred inCOME LaX ASSELS. . o v v vt e ittt et ittt ettt e 7434 5 —

Deferred income tax liabilities:

Net unrealized investment gains . L e L e .}- _ '[-38_ ' — -
Deferred policy acquisition costs. . . ... ... .. i R 540 —, —
o T SR @n - =
Gross deferred income tax liabilities . :. ... ... oo o oo ve.e.o 0631~ —
55 &

Net deferred tax assets. .. ... ................ SRR $6,803

CRM USA Holdings believes that its net deferred tax assets will be fully recdgnized in future periods and,
therefore, has not established a valuation allowance with respect to such assets as of December 31, 2006 and 2005.

Note 16. Shareholders’ and Members’ Equity

For periods subsequent to the restructuring and IPO, holders of common shares are entitled to one vote per
share, subject to a mechanism in the Company’s bye-laws whereby the maximum voting rights of any one
shareholder or group of shareholders is limited to 9.9%. Application of this mechanism is subject to the discretion of
the board of directors.

Holders of Class B shares have the same rights and privileges as holders of common shares, except they have
no general right to vote. The Class B shares are exchangeable into common shares at any time, provided that certain
voting percentage limits are not breached or adverse tax consequences to the Company do not result.
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CRM Holdings was incorporated in Bermuda on September 7, 2005, and issued 1.2 million common shares for
$12 thousand to Reid Finance Limited, an affiliate of Appleby Spurling Hunter, All the shares held by Reid Finance
Limited were purchased by CRM Holdings in connection with the restructuring of the Company for $12 thousand.
These 1.2 million shares were retired, and are no longer outstanding.

.

Effective December 27, 2005, immediately prior to the closing of the IPO, the former owners of the Pre-
restructuring LLCs and Twin Bridges contributed all of their interests in these entities to the Company in a-series of
transactions. The former shareholders of Twin Bridges and members of the Pre-restructuring LLCs ultimately
received a total of 9.5 million common shares and 0.8 million Class B shares in exchange for, and in the same
proportion as, their ownership interests in the Pre-restructuring LL.Cs and Twin Bridges. Total shares issued and
outstanding as a result of the.IPO and the restructuring were 15.5 million common shares and 0.8 million Class B
shares. . b

Prior to the restructuring and IPQ, the Pre-restructuring LLCs were limited liability companies which do not
have outstanding shares. Rather, ownership was evident through membership agreements.

Prior to the restructuring and PO, Twin Bridges had issued 120 thousand common shares for $120 thousand
and also received $880 thousand as contributed surplus and not in respect of subscription for shares. The authorized
share capital of Twin Bridges was 120 thousand common shares with a par value of 81 per share, of which 120
thousand shares were issued and outstanding as of December 31, 2004,

Prior to the restructuring and 1PO, the underlying shareholders and ownership interest of Twin Bridges were
substantially equivalent to the members and ownership interest of the Pre- restructunng LLCs.

Note-17. Commitments

The Company leases vehicles, office space and office equipment under various operating lease agreements.
Some of these leases contain rent adjustment provisions to compensate the lessor for increases in operating costs.
Total minimum future lease payments under these leases are as follows:

1

As of December 31, ' ' o _ ‘ (Dollars in thoﬁsands)
2007 .0y D e B $ 1,585
200 e el 1,459
D009 e it e A o 1,230
2000 ..o e A R e Lt 1,096
1) ) I e e e v 924
Thereafter. . . .. L. e e 11,596
Total . . e e e $17,890

Rent expense was approximately $617 thousand, $469 thousand and $313 thousand for the years ended
December 31, 2006, 2005 and 2004, respectively.

The Company has entered into a lease agreement for new office facilities in Poughkeepsie, New York. The
termn of the lease 1s expected to commence in the fourth quarter of 2007 when construction is substantially complete
and the building is available for occupancy. The lease term is fifteen years with options to rénew for twa additional
five year terms. The lease also provides for an option to purchase the building. The option is exercisable 120 days
prior to the” anticipated occupancy. The option price is approximately $3.5 million plus all documented
out-of-pocket constructions after May 1, 2005 If we fail to exercise this initial option, we have an additional
option to purchase the building during the first two years of our lease for the fair market value of the property, which
will not be less than $3.5 million plus the costs incurred by the landlord in developing and constructing the building.
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Maijestic purchased annuities from life insurers under which the claimants are payees. These annuities have
been used to reduce unpaid losses by $5 million as of December 31, 2006. Majestic has a contingent liability of
$17 million should the issuers of these annuities fail to perform under the terms of the annuities.

In December, 2006 Martin D. Rakoff, the Company’s Co-Chief Executive Officer and Deputy Chairman of the
Board, resigned as a director and officer. The Company entered into a separation agreement with Mr. Rakoff under
which the Company: : T

+ Agreed to pay the cost of registering Mr. Rakoff’s shares in the Company for the purposes of selling such
shares; :

« Will make cash payments of $3.3 million in 16 equal guarterly instailments commencing January, 2007
through December, 2010 in return for a covenant not to compete with the Company and not to solicit the
Company’s clients and employees for the same period; and

« Will pay medical and life insurance benefits for up to three years.

The company recorded expenses relating to the registration'of Mr. Rakoff’s shares of $0.9 million for the year
ended December 31, 2006. The payments in respect of the non-compete/non-solicitation covenant will be
recognized prospectively as the obligation to make the payments are contingent on -Mr. Rakoff continuously
providing the covenant until December 31, 2010.

Note 18. Employee Benefit Plans

The Company and its subsidiaries sponsor defined contribution plans for substantially all employees under
which a portion of employee contributions are matched. The Company contributed $138 thousand, $46 thousand
and $31 thousand for the years ended December 31, 2006, 2005 and 2004, respectively.

Note 19. Share-Based Compensation

The Company recorded stock-based compensation expense of $363 thousand and $8 thousand net of income
tax benefits of $177 thousand and $35 thousand during the years ended December 31, 2006 and 2005, respectively.
No stock-based compensation was recorded for the year ended 2004 as the Company’s IPO was not effective until
December 27, 2005. These amounts are compensation in the form of shares of restricted stock in accordance with
the 2005 Long-Term Incentive Plan. Restricted stock issued under the plan has terms set by the compensation
committee, and contain certain restrictions relating to, among other things, vesting and forfeiture in the event of
termination of employment. The fair value of the shares awarded is calculated using the market price on the date of
grant. At December 31, 2006 there was $2.0 million of total unrecognized compensation cost related to non-vesied
share-based compensation arrangements, which is expected to be recognized over a weighted average period of
1.6 years.

Following is a summary of non-vested shares as of December 31, 2006 and changes during the year:

Weighted
Average

Grant Date

Shares Fair Value
Balance, December 31,2005 ............... . . R 89,579 $13.00
Granted during the year ......... e e 158,227  $ 943
Vested during the YEar ... ...t (29,868)  $13.00
Forfeited during the Year. . . .. ... ... it i e {7.345)  §$11.37

Balance, December 31,2006 .................. P 210,593 $10.38




CRM Holdings, Ltd.

Notes to Consolidated Financial Statements — (Continued)
Note 20. Related Parties

" The Company conducts business with an insurance broker whose owners include one of the Cdmpany’s
directors and a member/owner of the Pre-restructuring LLCs. The Company pays the broker fees for business
placed with several of the self insurance groups managed by the Company. [n addition, the Company leases office
space and purchases various liability, property. and c,asualty insurance coverage:from the broker.

) L. : 24

v The following table.represents amouints pald to the ‘broker for services rendered:

For the Years Ended December 31, ' ‘ 2006 2005 2004
(Dollars in thousands)

Fees paid to general agents and brokers . . . ......................... $238  $234 .$229

Other operating exXpenses. .. .................. R R TP 88 48 40

: ' $326  $282  $269

Y

Compensation Risk Managers Agency Captive, LLC, (“Agency Captive”), was a licensed insurance broker
that shared common ownership with the members of the Pre- resmlclur'ing LLCs. Agency Captive was originally
formed to underwrite a business unrelated to the. self—msured groups managed by CRM or CRM CA and originally
held the brokerage license that CRM and CRM CA used to ‘place excess coverage with U.S. admitted insurers and
surety bonds on behalf of the Groups they manage. Agency Captive received brokerage commissions which were
then fully remitted to CRM or CRM CA, as applicable. The brokerage license was owned by Daniel G. Hickey Jr.,
the Company’s Chief Executive Officer and Chairman of the Board. On January 9, 2006 CRM became the successor
in interest to Agency Captive’s license, following which brokerage commissions are paid directly to CRM.

There were no guaranteed payments and bonuses to the members of the Pre-restructuring LLCs for the year
ended December 31, 2006. Included in selling, general and administrative expenses are guaranteed payments and
bonuses to the members of the Pre-restructuring LLCs totaling $2.5 million and $2.27 million for the years ended
December 31, 2005 and 2004, respectively.

Note 21. Contingencies

* In April 2005, Cornerstone Program Management & Insurance Sérvices (“Comerstone”), the former general
agent for Contractors Access Program of California, Inc. (“CAP”), a self-insured group administered by CRM CA,
commenced litigation against CAP, CRM and CRM CA. A full and final confidential settlement was reached on
September 6, 2006. All settlement payments due to date have been paid, and the litigation has been dismissed. CRM
recovered $1.75 million under a general liability and errors and omissions policy, which was contributed to CAP as
part of the settlement agreement, and $675 thousand under a directors’ and officers’ pollcy, which was contributed
toward the settlement amount. In the event that insurance proceeds and any recoveries from third parties are
insufficient to cover all payment obligations of CAP under the settlement agreement, it is reasonably possible that
CAP may seek indemnification from CRM or the Company for its losses. On December 20, 2006, CRM received a
request from CAP to enter into discussions regarding the contribution by CRM of amounts paid by CAP under the
settlement agreement. It is not possible to estimate the ultimate liability, if any, should CAP request that CRM
contribute the full amount palcl under the settlement. The amount paid by CAP, net of i insurance proceeds, is
$4.25 million.

CRM expects to enter into discussions regarding settlement of the matter, and may enter into settlement
agreements, if it believes that a settlement is-in the best interests of its shareholders. The matter, if decided adversely

to or settled by CRM may resuit in a liability matérial to its financial condition or results of operations
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Notes to Consolidated Financial Statements — (Continued)

Note 22. Fair Value of Financial Instruments

SFAS No. 107, Disclosure about Fair Value of Financial Instruments, requires companies to disclose the fair
value information about their financidl instruments. SFAS No. 107 excludes certain insurance related ﬁnanc1al
assets and llabllmes and all non-financial instruments from its disclosure requlrements

The estimated falr value of available-for-saie securities is estimated and reported in the accompanying balance
sheets, which approximate their fair value. Because of the short-term nature of short-term investments, cash and
cash equivalents, and premiums and other accounts reccivable, their carrying values approximate their estimated
fair value. Long-term debt and other secured borrowings bear variable interest rates, thus their carrying values
approximate their fair value. .

Note 23." "Statutory Requirements

Under the Tnsurance Act 1978 of Bermuda and related regulations (the “Act”), Twin Bridges is required to
prepare Statutory Financial Statements and to file a Statutory Financial Return. The Act also requires Twin Bridges
to meet certain minimum capital and surplus requirements.

Statutory capltal and surplus as reported under the Act is different from shareholder’s equity as determined in
conformity with accounting principles generally accepled in the United States of America (“GAAP™) due to certain
items that are capltahzed undér GAAP but expensed under the Act.

At December 31, 2006 and 2005, the reconciling items are as follows

As of December 31, o T 2006 -2005
. * . T ' : i (Dollars in thousands)
Shareholders’ equity, per GAAP ... ... .. .. .. . ... $55.467  $50,904
Reconciling items: .
Prepaid expenses. . ............. e N (195) —
Deferred policy acquisition costs .. .......... R . (1,0s4) (442) -
Statutory capital and surplus, per the Act. . ............... R e $54,208  $50,462
Required minimum statutory capital and surplus, per the Act . ............. $ 4050 $ 1,015

Twin Bridges is also required to maintain a minimum liquidity ratio, whereby the value of its relevant assets
must be not less than 75% of its relevant liabilities. Twin Bridges met this test at December 31, 2006 and 2005.

Twin Bridges is prohibited from déclaring or paying any dividends during the current or subsequent financial
year if the declaration or payment of such dividends would cause it to fail to meet its solvency margin or minimum
liquidity ratio. Twin Bridges is prohibited, without prior approval from the Bermuda Monetary Authority, from
reducing by 15% or more its total statutory capital as set out in its previous year's financial statements, or from
paying a dividend if there are reasonable grounds for believing that it is or would be unable to pay its liabilities as
they become due or if the realizable value of its assets would be less than its habllmes and shareholders’ equity.

Each us domesuc insurance company’s state of domncxle imposes minimum risk-based capital requirements
that were- developed by the National Association of Insurance Commissioners (“NAIC™). The formulae for
determining the amount of risk-based capital specify various weighting factors that are applied to financial balances
or levels of activity based on the perceived degree of risk. Regulatory compliance is determined by a ratio of total
adjusted capital to authorized risk-based capital, as defined by the NAIC. Companies below specific trigger points
or ratios are classified within certain levels, each of which requires specified corrective action. The NAIC provides
authoritative guidance on current. statutory accounting practices by promulgating a codified set of statutory
accounting practices which the California Department of Insurance requires Majestic to foliow. Majesuc exceeded
the minimum risk-based capital requirements as of December 31, 2006.

120




CRM Holdings, Ltd.
Notes. to Consolidated Financial Statements — (Continued)

The following is a summary of Majestic’s statutory net income for the years ended December 31, 2006, 2005
and 2004 and the statutory capital and surplus as of December 31, 2006, 2005 and 2004: ,

#

2006 2005 2004
, . . A . ' {Dollars in thousands)
SIANIOTY NEL INCOME . .+« o e e vvvee e e e et e ee s ... $8076 $8383 $ 4508
Statutory capital and surplus.. .. .. ... .. P A 53,211 43,368 36,922

Under the California Insurance Code, Majestic may make dividend distributions in a given year without prior
approval of the Insurance Commissioner to a maximum of the greater of its statutory net income for the preceding
year or 10% of its unassigned surplus at the begmnmg of its fiscal year. Since its acquisition by the Company,
Majestic has not made any such distributions. In 2006, 2005 and 2004, Majestlc pand d|v1dend§ of $1.1 million,
$1.35 mllllon and $1.5 million, respecuvely, to Embarcadero

Note 24, Segment Information

The Company historically operated as three reportable segments, Fee-Based Management Services, Rein-
surance and Corporate and Other. Upon the acquisition of Embarcadero in November 2006, the Company began
operating in a fourth business segment, Primary Insurance. The Company evaluates each segment based on fees and
commission income, primary insurance premiums earned, reinsurance premmms earned or investment income, as
applicable, and expenses that are associated with, and directly related to, each segment. The determination for the
Fee Based Management Services, Primary Insurance and Reinsurance segments was based on'the Company’s
methodology for monitoring the performance of the self-insured group business, primary insurance and reinsurance
operauons The Corporate and Other segment reflects primarily investment income, expenses, investments, cash
and cash equivalents and long-term debt that are not allocable 10 the three operating segments. Accounting policies
of the segments are the same as those of the Company There are no revenue generating transactions between the
segments through December 31, 2006.

'
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The following tablés set forth the Company S Tevenues, eXpenses, income before taxes and total assets by
business segment and combined:

For the Year Ended December 31, 2006

Fee-Based
Management Primary Corporate
- Services Insurance Reinsurance and Other TFotal
(Dollars in thousands)
Revenues: '
Management fees .. ..... P "$33275 % - $ -3 — 3 33,275‘ !
Commissions ... . . . .. I 672 - = = 6,722
Net premiums earmed .. ....... - 7,736 . 22,966 - — 30,702
Investment income . ... ....... 128 850 2,654 Y 4,349
Total revenues . .. ............. 40,125 8,586 25,620 717 75,048"
Expenses: ' : :
_Underwriting expenses . . ...... ‘ = 6,367 . 12,372 — . 18,739
Interest EXPENSe .. ... ... ..o o33 — —_ 500'_ 533 ,
Deprec1auon and amomzatton e 266 14 -, — . 280
.Operating expenses. . . . . e 34,969 997 - 666 - 3,032 39,664
Total expenses . ... ............ '35,268 7,378 13,038 3,532 59,216
Income before taxes ... ........ $ 4,857 $ 1,208 $12,582 $(2.815) §$ 15,832
© Total Assets .. ............. . s 7an $217,564 $71,383 " $10,295  $306:353
For the year ended ended December 31, 2005
Fee-Based
Management Primary Corporate
Services Insurance - Reinsurance and Other Total
(Dollars in thousands)
Revenues: ‘
Management fees ............. $30,540 $— $ — $ —  $30,540
CommissionsS. .. ..o vvnereeenons 5,955 — — —_ 5,955
Net premiums earned. . . ........ — — 8,362 — 8,362
Investment income . ........... 32 — 166 12 210
Total revenues. . . ........ocvon.. 36,527 — 8,528 12 45,067
Expenses:
Underwriting expenses. . . ... .... — — 6,057 — 6,057
Interest expense. . . ............ 107 — — — 107
Depreciation and amortization . . . . 226 — — — 226
QOperating expenses . . ......... . 30,634 — 394 311 31,339
Total expenses . ...............- 30,967 — 6,451 311 37,729
Income before taxes. .. .......... $ 5,560 $— § 2077 $ (299) § 7,338
Total Assets . .. ... ... I $ 5,104 $— $59360  $19,443  $83,907
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For the Year Ended Decemiber 31,2004 ~ - -

. Fee-Based .
F s ' Management- ‘Primary - : Corporate :
- Services Insurance - Reinsurance  and Other . Total
L {Dollars in thousands)
Revenues: - . . ]
Management fees .. .. ..:.... - $23,510 $— $ — $— $23,510
Commissions. . .-........... .. 4,146 — — —_ 4,146
Net premiums eamed. ., . . .. LR T — — 5,110 vo— o 5,110
Investment income . ....... S 33 — _ 21 = 54
Total revenues. .~ .............. 27,689 — 5,131 = 32,820
Expenses: a s o ¢
Underwriting expenses. . . ... ..., : — — 4,039 -— --4,039
Interest expense. .. ... ... T R — — ¢ — 27
Depreciation and amortization . . . . 189 — — - — 189
Operating expenses . . ... ....... 722,553° — __ 206 S 22,759
Total expenses . .............. . 122,769 = 4,245 — 27,014
Income before taxes. . . . . .. S $.4920 $— $ 886 $— $5806
Total Assets.............. o §3427 $— $9,597 $— 7 s12,724
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Note 25. Quarterly Data (Unaudited) ,

i Summarized below are the unaudited quarterly{ financial data for 2006 and 2005. For periods prior to the 1PO,
retroactive effect of the restructunng has been given to the calculation of common and Class B shares outstanding.
Quarter Ended

- 2006 March 31 June 30 September 30 December 31
. {Dollar amounts in thousands, except per share data)

Revenues : . . t .
Fee-based management services . .. .......... $ 9,695 3§ 9,908 $10,053 . $10;341
Net pr.emiums eamned. .. ... . e 4,311 5,603 6287.-- . 14,501
Investment iNCOME . . . .. ..o vivvnevnnennnan 783 857 944 1,765
Total 1eVenues . . - - .o o.ve oo L. 14780 16368 17,284 26,607
Expenses . . .
Losses and loss adjustment expenses . ........ ~ 1,034 1,197 2,263 5,996
Fees paid to general agents and brokers ... .. .. 2,753 .2,514 2,660 - 3,008
Policy acquisition costs . ............ e 1,292 1,681 - 1,807 3,379
Selling, general and administrative expenses. . . . 6,710 6,695 6,558 - 9,046
[nterestexpcnse........:..- ......... . 2 1 ‘ 501
Total expenses’ . .. .. ... ... e S 11,818 12,089 13,379 21,930
Income before taxes. . . . . e 2971 4279 3,905 4,677
Proviston for income taxes. . . .............. (53) 557 563 509
Netincome..................civienennn $ 3024 § 3722 $ 3,342 $ 4,168
Basic and fuily diluted earnings per share. ... .. $ 019 § 023 $ 021 $ 0.26
Weighted average shares outstanding: '
BasiC. ..ottt 16,247 16,247 16,247 16,248
Fully diluted ................cocovnn.. 16,339 16,383 16,247 16,248
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: Quarter Ended
2005 ) March 31 June 30 .- September 30 - . December 31
(Dollar amounts in thousands, except per share data)
Revenues ’ . e e T
Fee-based management.services . . ............ .5 7,660  § 8835  § 9,705 . 510,296
Net premiums earned . . ... .. ..... ... .... .il,617 . 1428 . 2,250 3,067
| “Investment income, . .5 ..l il e 21 -« 33 ¢ 62 v 04
l Total revenues”. 7.5t ool 0000 192087 10296 12017 13,457 .
[ - . . - . ' T . L | ] s
Expenses . . . A . ] . R -
*.Losses and loss adjustment eéxpenses+. . ... .. .. 653 . 652 .. .964 - 1314 .
Fees paid to general agents and brokers“.....:. -~ 3,079 25497 2816 ¢ 3,047
" Policy acquisition costs ... ... ... Lo 418 oA 665 907
Selling, general and administrative expenses .. .. 4,133 4751 5,087 6,106
Interest Xpense. . .. ... vv v iveeanennnn.s . 3 26 13 65
Total expenses. .. .......... I 8,346 ., 8400 . 9545 . 11,439
Income before taxes. ........ P . 952 . 18% o .2472 2018
Pfovision for income.taxes. . ..... ... e W . — = ., . 63
* «Netincome..:.......%......... e $ 952 % 1,896 $ 2472 . $ 1,955
© - T T ! > : — .
Basic.and fully diluted earnings -per share. . . .. . % 009 .5 019 $ 0.24. $ 018
Weighted average shares outstanding’ e T A : '
Basic........... ... .. ... .. s 10,247 00 10,247 10,247 - . 10,965
Fullydiluted . ........................ 10,247 10,247 10,247 10,975
t S0 N PR N LTI .
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

r i ' v

None.

ITEM 9A. CONTROLS AND PROCEDURES
Evaluation of Disclosure Controls and Procedures

For the year ended December 31, 2006, we conducted an evaluation, under the supervision and with the
participation of the Company’s Chief Executive Officer and Chief Financial Officer, of the effectiveness of the
design and operation of our disclosure controls and procedures pursuant to Rule 13a-15(e) and 15d-15(e) under the
Securities Exchange Act of 1934 as of the end of the period covered by this report. Based on this evaluation, our
Chief Executive Officer and Chief Financial Officer have concluded that our disclosure controls and procedures are
effective (i) to ensure that information required to be disclosed by us in reports that the Company files or submits
under the Exchange Act is recorded, processed, summarized and reported within the time periods specified in the
Securities and Exchange Commission rules and forms; and (ii} to ensure that informaticn required to be disclosed in
the reports that the Company files or submits under the Exchange Act is accumulated and communicatéd to our
management, including the Company’s Chief Executive Ofﬁcer and Chlef Fmanual Officer, to allow timely
decisions regarding required disclosures.

Internal Control Over Financial Reporting

The management of CRM Holdings, Ltd. is responsible for establishing and maintaining efféctive internal
control over financial reporting. Our company’s internal control system was designed to provide reasonable
assurance to the Company’s management and the Board of Directors regarding the preparation and fair presentation
of published financial statements. There are inherent limitations to the effectiveness of any control system. A
control system, no matter how well conceived and operated, can provide only reasonable assurance with respect to
financial statement preparation. No evaluvation of controls can provide absolute assurance that all control issues and
instances of fraud, if any, within our company have been detected. ‘

Management assessed the effectiveness of the company’s internal control over financial reporting as of
December 31, 2006. In making this assessment, management used the criteria set forth by the Committee of
Sponsoring Organizations of the Treadway Commission (COSO) in Internal Control-Integrated Framework.
Management’s scope excluded the November i4, 2006 acquisition of Embarcadero Insurance Holdings and its
subsidiaries that represent $217 million of consolidated total assets and $8.6 million of consolidated net revenue of
CRM Holdings Ltd., in its consolidated financial statements as of and for the year ended December 31, 2006.
Accordingly, management’s assessment as of December 31, 2006 does not include the internal control over
financial reporting of those operations. Based on our assessment, we believe that, as of December 31, 2006, the
company’s internal control over financial reporting is effective based on those criteria.

Management’s assessment of the effectiveness of internal control over financial reporting as of December 31,
2006 has been audited by Johnson Lambert & Co. LLP, the independent registered public accounting firm who also
audited the company’s consolidated financial statements. Johnson Lambert & Co.’s atlestation report on manage-
ment’s assessment of the company’s internal control over financial reporting appears on page F-1 hereof.

Changes in Internal Control over Financial Reporting

While there were no specific changes in internal controls identified during its most recently completed fiscal
quarter, the Company completed the process begun in the first quarter of 2006 of implementing corrective actions
necessary to address the material weakness identified in the Company's December 31, 2005 Form 10-K filing.
These year long actions included hiring additional qualified, experienced accounting personnel, segregating duties
and responsibilities, documenting formal reviews and approvals of key controls, and use of an independent
consulting firm to assist in identifying, documenting and testing our internal controls. The cumulative beneficial
impact of these year long actions was realized upon satisfactory completion of testing of all internal controls for the
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most recent fiscal quarter. Consequently, these changes have materially affected the Compény‘s intérnal control
over financial reporting as defined by Rule 13a-15(f) under-the Exchange Act of 1934.

ITEM 9B.' OTHERINFORMATION -~~~ ‘' 0 ‘ Co

None.

PART.II

P T L Se e A L :
ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE
The information called for.by this ltemi and nof provided herein will be contained in the Company’s Proxy
Statement, which the Company intends to file within 120 days after the end of the Company’s fiscal year ended
December 31, 2006, and such information is incorporated herein by reference.:,

1
-+

lTEM 11 EXECUTIVE COMPENSATION _ _ _
The 1nformat10n callecl for.by [hlS -item- wﬂl be contalned in the Company’s Proxy Slatement which the’
Company intends to file within 120 days after the end of the Company s-fiscal year ended December 31, 2006, and
such information is incorporated herein by-reference. - -, K S T
R PORE ‘

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNEI{S AND MANAGEMENT .-
AND REILATED STOCKHOLDER MATTERS

The information called for by this item will be contained in the Company’s Proxy Statement, which the
Company intends to file within 120 days after the end of the Company’s fiscal year ended December 31, 2006, and
such information is incorporated herein by reference.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information called for by this item will be contained in the Company’s Proxy Statement, which the
Company intends to file within 120 days after the end of the Company’s fiscal year ended December 31, 2006, and
such information is incorporated herein by reference.

ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES

The information called for by this item will be contained in the Company’s Proxy Statement, which the
Company intends to file within 120 days after the end of the Company’s fiscal year ended December 31, 2006, and
such information is incorporated herein by reference.
ITEM 15, EXHIBITS, FINANCIAL STATEMENT SCHEDULES

1. Financial Statements ‘ _
The following financial statements of CRM Holdings, Ltd. have been included in Part I, Itern 8 heredf:
Report of Independent Registered Public Accounting Firm |
Consolidated balance sheets as of December 31, 2006 and 2005

Consolidated statements of income and comprehensive income for the years ended December 31, 2006,
2005; and 2004.

Consolidated statements of changes in shareholders’ and members’ equity for the years ended Decem-
ber 31, 2006; 2005; and 2004.

Consolidated statements of cash flows for the years ended December 31, 2006; 2005; and 2004.

Notes to consolidated financial statements.
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2. Financial Statement Schedules = . . T o
The following financial statements schédulés are filed as part ‘of thié"re‘péi‘t. ~ .

Report of Independent Registered Public Accounting Firm on Financial Statement Schedulesr., - -
Schedule Title '

L Summary of investments, other than investments in related parties, as of December 31,
2006. _

II. Condensed financial information of Regiétrant for December 31, 2006.

I, Supplementary lnSurance mformatlon for the years ended Deccmber 31 2006 2005 ,
and 2004. s S

v . Reinsurance for the years ended December 31, 2006; 2005;'and 2004. .. . .4

. V. Valuation and qualifying accounts. . =~ = o
VL Supplemental information ‘concerning 1nsurance'0peratio'ns for the years ended

December 31, 2006; 2005; and 2004.

The Report of Independents Registered Public Accounting Firm on Financial Statement Schedules and
Financial Statement Schedules I, IL'III, IV.and VI for Compensation-Risk Managers, LLC and its affiliates are
included ‘within the {tém 8 — Financial ‘Statements and Supplementary. Data in this Annual report. All other
schedules for which provision is made in the applicable accounting regulations of the Securities and Exchange
Commission are omitted because they are not reqmred are not apphcable or the 1nf0rmat10n 1s included in the
financial statements or notes thereto.. S AL - o L
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32
33
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4.2

43

44
4.5

10.1

10.2

10.3

10.4
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Exhibits

Descrlptmn

Reorganization Agreement by and among the Company, Compensation Risk Managers, LLC,
Compensation Risk Managers of California, LLC, EIMAR, L.L.C., Twin Bridges, the individuals
named therein and Village Holdings, LLC, dated December 7, 2005. Incorporated by reference to

- Exhibit 2:1 to the Annual Report on Form 10-K filed on March 29, 2006

Stock Purchase Agreement, dated September 8, 2006, by and among Embarcadero, the shareholders of
Embarcadero, the Company, and CRM USA Holdings Inc. Incorporated by reference to Exhibit 2.1 to the
Current Report on Form 8-K filed on September 11, 2006

Amendment No. 1, dated November 14, 2006, to the Stock Purchase Agreement dated September 8, 2006,
by and among Embarcadero, the shareholders of Embarcadero, the Company, and CRM USA Holdings
Inc. Incorporated by reference to.Exhibit 2.1 to the Current Report on Form 8-K filed on November 14,
2006

Memorandum of Assocrauon of the Company Incorporated by reference to Exhlbll 3l the Annual
Report on Form 10-K filed on March 29, 2006 ‘

Bye-Laws of the Company. Incorporated by reference to Exhibit 3.2 to the Annual Report on Form 10-K
filed on March 29, 2006 . ‘

Ameénded and Restated Bye-Laws of the Company. Incorporated by reference to Exhibit 3.3 to the Annual
Report on Form 10-K filed on March 29, 2006

Specimen Common Share Cemﬁcate lncorporated by reference to Exhibit 4.1 to the Annual Report on
Form 10-K on March 29, 2006

Amended and Restated Declaration of Trust, dated as of November 14, 2006, among CRM USA
Holdings, CRM Holdings, the Trust, The Bank of New York Delaware, as Delaware trustee, The
Bank of New York Trust Company,  National Association, as institutional trustee, and the
administrators named therein, including the form of trust preferred securities which is an exhibit
thereto. Incorporated by reference to Exhibit 4.1 to the Current Report on Form 8- K filed on
November 14, 2006

Indenture, dated as of November 14, 2006, between CRM USA Holdings and The Bank of New York
Trust Company, National Association, as trustee, including the form of debenture which is an exhibit
thereto. Incorporated by reference to Exhibit 4.2 to the Currem Report on Form 8-K filed on November 14,
2006

Guarantee Agreement, dated as of November 14, 2006, between CRM Holdings and The Bank of New
York Trust Company, National Association, as trustee. Incorporated by reference to Exhibit 4.3 to the
Current Report on Form 8-K filed on November 14, 2006 '

Guarantee Agreement, dated as of November 14, 2006, between CRM USA Holdings and The Bank of
New York Trust Company, National Association, as trustee. Incorporated by reference to Exhibit 4.4 to the
Current Report on Form 8-K filed on November 14, 2006

Employment Agreement, between the Company and Daniel G. Hickey, Jr., dated November 3, 2005.
Incorporated by reference to Exhibit 10.1 to the Annual Report on Form 10-K filed on March 29, 2006

Senior Debt Security Agreement of Embarcadero Insurance Holdings, Inc., dated May 22, 2003.
Incorporated by reference to Exhibit 10.2 to the Reglstranon Slatement on Form §-t filed on
December 29, 2006

Interest and Liabilities Contract to Workers’ Compensation and Employer’s Liability Proportional
Reinsurance Agreement, between New York Marine & General Insurance Company and Twin
Bridges (Bermuda) Limited, effective December 1, 2003. Incorporated by reference to Exhibit 10.3
to the Annual Report on Form 10-K filed on March 29, 2006 '

Lease Agreement between Oakwood Pariners L.L.C. and Compensation Risk Managers, LLC, dated
August 5, 2005. Incorporated by reference to Exhibit 10.4 to the Annual Report on Form 10-K filed on
March 29, 2006

Loan Agreement, dated October 28, 2004, between Compensatlon Risk Managers, LLC and KeyBank
National Association. Incorporated by reference to Exhlbrt 10 5 1o the Annual Report on Form 10-K filed
on March 29, 2006 ‘
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Exhibit

Number

10.6

10,7
10.8

109

10.10

10.11

10.12

10.13
.. Form 10-K filed on March 29, 2006

10.14

10.15

10.16

10.17

10.19

21.1

23.1

31.1

31.2-
321

322

Description

Amended and Restated Loan Agreemenr, dated May 5, 2005, between Compensation Risk Managers,
LLC and KeyBank National Assoctation (amending and restating the Loan Agreement, between

. Compensation Risk Managers, LLC and KeyBank National Association, dated October 28, 2004).

Incorporated by reference to Exhlbrt 10.6 to the Annual-Report on Form 10-K filed on March 29, 2006

Loan Agreement, between Twin Brldges (Bermuda) Ltd. and KeyBank National Association dated
October 28, 2004 (33 million toan). Incorporated by reference to Exhibit 10.7 to the Annual Report on
Form 10-K filed on March 29, 2006 -

Loan Agreement, between Twin Bridges (Bermuda) Ltd. and KeyBank National Association dated
October 28, 2004 ($7.5 million loan). Incorporated by reference to. Exhlbrt 10.8 to the Annual Report on

- Form 10:K filed on March 29, 2006

Amendmeént to Loan Agreement, dated June 30, 2005, between Twin Bridges (Bermuda) Ltd. and
KeyBank National Association (amending the Loan Agreement between Twin Bridges {Bermuda) Ltd.
and KeyBank National Association, dated October 28, 2004). Incorporated by reference to Exhibit 10.9 to
the Annual Report on Form 10-K filed on March' 29, 2006 .

Amended and Restated Loan Agreement, dated October 3, 2005,'between Twin Bridges (Bermuda) Ltd.
and KeyBank National Association {amending and restating the Loan Agreement, dated October 28 and
subsequently amended June 30, 2005). Incorporated by reference to Exhibit 10.10 to the Annual Report
on Form 10-K filed on March 29, 2006 ‘

Amended and Restated Loan Agreement, dated October 3, 2005 between Twm Bridges {Bermuda) Lid.
and KeyBank National Association (amending and restating the Loan Agreement dated October 28,
2004). Incorporated by reference to Exhibit 10.11 to, the Annual Repon on Forrn 10-K filed on March 29,
2006

Amended and Restated Loan Agreement dated October 3, 2005, between Compenc;auon Risk Managers,
LLC and KeyBank National Association {amending and restating the Loan Agreement between
Compensation Risk Managers, LLC and KeyBank National Association, dated October 28, 2004 and
subsequently amended and restated May 5, 2005). Incorporated by reference to Exhibit 10.12 to the
Annual Report on Form 10-K filed on March 29, 2006

2005 Long- ~Term Incentive Plan. Incorporated by reference to Exhibit 10.13 o the Annual Report on
Tax Indemnification Agreement by and among Compensauon Risk Managers, LLC, Compensauon Risk
Managers of California, LLC, EIMAR, L.L.C., Twin Bridges (Bermuda) Ltd., the individuals named
therein and Village Holdings, LLC, dated December 7, 2005. Incorporated by reference 10 Exhibit 10.14
to the Annual Report on Form 10-K filed on March 29, 2006 . .

Employment Agreement between the Company and Louis J. Viglotti, dated November 22, 200s.
Incorporated by reference to Exhibit 10.]5 to the Annual Report on Form 10-K filed on March 29, 2006

Amendment to Loan Agreement by and between Twin Bridges (Bermuda) Ltd. and KeyBank National
Association dated December 14,2005 (amending the Amended and Restated Loan Agreement dated
October 3, 2005). lncorporaled by reference to Exhibit 10.16 to the Annual Report on Form 10-K filed on
March 29, 2006

Separation Agreement, dated December 19, 2006 between the Company and Martin D. Rakoff,
Incorporated by reference to Exhibit 10.1 to the Current Report on Form 8-K filed on December 28, 2006

.Employment Agreement, dated December 8, 2006 between the Company and Robert Polansky.

Incorporated by reference to Exhibit 10.19 to the RCngtrallOll Statement on Form §-1 filed on
December 29, 2006 . .

List of subsidiaries of the Company. Incorporatcd by reference to Exhibit 21.1 to the Regrsirauon
Statement on Form S-1 filed on December 29, 2006 ‘ :

- Consent of Johnson Lambert & Co. -

Certification of Chief Executive Officer pursuant to Rule l3a-l4(a) of the Exchange Act
Certification of Chief Financial Officer pursuant to Rule 134-14(a) of the Exchange Act

Certification of Chicf Executive Ofﬁcer pursuant to 18 U.S.C. Section’ 1350, as adopled pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002

Certification of Chief Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002




To the Board of Directors of .
CRM Holdings, Ltd. and Subﬂdnanes )

‘ ‘e 1 * + . s
The audits referred to in our report dated March 2,2007. mclude the related financial statements schedules as of
December 31, 2006 and 2005, and for each of the years in the three-year period ended December 31, 2006, included
in the Annual Report on Form 10-K. These financial statement schedules are the responsibility of the management
of CRM Holdings, Ltd. Our responsibility is to express an opinion on these financial statement schedules based on
our audits..In our opinion, such financial statement schedules, when considered in relation to the. basic condensed
financial statements as a whole, present fairly, in all material respects, the information set forth therein.

fs/  JOHNSON LAMBERT & CO. LLP .

Falls Church, Virginia R :
March'2, 2007 - . . -



CRM Holdings, Ltd.

Schedule 1 — Summary of Investments-Other Than Investments in Related Parties
. Years Ended December 31, 2006

¥

Amount at
which
, Shown on
Amortized Fair Balance
Type of Investment L Cost . Vale Sheet
] , Y .+ (Dollars in thousands)
Fixed Maturities: '
Bonds:
United States Government and government agencies and -
authorities . .. .. ... L. $ 73948 5 73863 $ 73,863
States, municipalities and political subdivisions. . ........ ... 80,684 80,547 80,547 |
All other corporate bonds . . . . ............ ... ... ... .... ' 38,835 38,798 38,798
Total fixed maturities . .......... ... ...y 193,467 193,208 193,208
Equity securities:
Common stocks _
Public utilities . .. ... ... . e 03 93 93
Banks, trusts and insurance companies . .. ... .. ......., ... 417 415 415
Industrial, miscellaneous and all other. . . ... .............. 11,394 11,581 11,581
Total equity securities. . ... .......... e 11,904 12,089 12,089
Other long-term investments. . .. ..........ovurenne. .. 1,083 1,083 1,083
Short-term INVeSIMEntS . . . .. . .ottt e e e e i iee e 7.677 7.677 7,677

Total InvesStMENIS . . . . ... .o e e ;5214131 $214,057  3214,057




CRM Holdings, Ltd.

it Schedule 1 — Condensed Financial Information ‘of Parent Company *' -

-
L ! ' Condensed Balance Sheets - _
- cart December 31,
_ 2006 2005
! ' (Dollars in thousands)
ASSETS .
Fixed-maturity securities, available-for-sale (amortized cost $4,919 thousand and nil) ... $ 4916 § —
Cash and cash equivalents .. ....... [ e 1,402~ 19,443 .
Investments in wholly-owned subsidiaries. . .. ........ e e e - 77,889 52,518' '
Amounts due from subSIdIANEs . . . . oo vt e e i e - 628. . (303)
Total BSSELS . . % ittt e SRS RIS $84,835  $71,656
L LIABILITIES AND SHAREHOLDERS' EQUITY o
Accrued IPO costs. . . . . . .. e e e — $2411
Other accrued EXPERSES . ... .ot vttt i e e O 1,137 309
Total Habiities. , . <.+ .. eveeeee e e 11372720
Common Stock : i
Authorized 50 billion shares; $.01 par value; 15.5 million common shares issued
and outstanding; . . .. ..o i e s 155 155
(.8 million Class B shares issued and outstanding . . . ... ....... ... ... ... .. 8 8
Additional paid-in capital ... ... ... .. 69,413 68,904
Retained earnings (deficit}. . . . ... ... .. e 14,125 (131
Accumulated other comprehensive l0SS . ... .. 3 —
Total shareholders” equity. . . ... ... .o o it e 83,698 68,936
Total liabilities and shareholders’ equity . . . ........ ... ... ... i $84,835  $71,656




CRM Holdings, Ltd.

Schedule Il — Condensed Financial Information of Parent Company CRM Holdings, Ltd.

Condensed Statement of Income

Revenues . , , ' .
[nvestment iNCOME . . ... .o i e et e
Total revenues .. ... ... i
Expenses - "
,Selling, general and administrative expenses . .. ................ ... ......
Total eXpenses . .. ... it e e
Loss before taxes and equity earnings in subsidiaries. .. .. .................
Provision for income taxes .. .............. P
Loss before equity earnings in subsidiaries ... .................. e
Equity in-earnings of subsidiaries . . .. ..., ... . L o
Netincome (J0SS) .. .. ... i e e
. :

For the Years Ended
December 31,

2006 2005

{Dollars in
thousands)
$ 705 8 13
705 . 13
2821 31
2820 3t
@116)  (298)
(2,116)  (298)
16372 167
$14256  $(131)
M




e " .CRM Holdings, Ltd. S

Schedule I — Condensed Financial Information of ‘P:;rent Comi)any CRM Holdings, Ltd. . ’

Condensed Statement of Cash Flows -
. For the Years Ended

. R . . December 31, ;

b K . . . ' . . 2008 — 2003 .

LN B Y ) Lo o - ¥ .

(Dollars in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES

1

Netmcome (0SS} .o ‘ $ 14,256, .. $ (13D
AdeS[mBnlS to reconcile net 1nc0me to net cash prov1ded by operatmg activities: o

Equity in eammgs of subsidiaries . . ... .. .. i W e L (18372) - (16T

Amortlzatlon of unearned compensation, restricted stock . . .. .. P TIRREEE . 508 13

Amortlzatlon of dlscounts on fixed maturity securities ... ........... P (601). —

Net realized losses on sale of fixed-maturity securities ... .......... AU S T e —

" Dividends received from wholly-owned subsidiaries.. . . .. ...... PR oo o, —

Changes in: o L ,1' A " S Lo
Other accrued expenses .......... e P e g 829 . 309
Net cash used in (provnded by) operating acuvmes e AN e (378) 24. .

CASH FLOWS FROM INVESTING ACTIVITIES ' _ |
Purchases of fixed-maturity securities. . ... .. ...t (74,174) -— ‘
Proceeds from sales and maturities of fixed-maturity securities . . . . e 69,854 — -

Return of capital from wholly-owned subsidiaries. . . ... ................ e - 7,000 —
Capital contributions to wholly-owned subsidiaries . . .. ....... ... ... ......... (17,000} ' (52,350) ‘1
Net cash used in investing activities . ....... AR e e (14,320 (52,350} 1

CASH FLOWS FROM FINANCING ACTIVITIES _ ' _ ‘
Net proceeds from issuance of common stock R L. — - 68,704 ‘_ )
Reclassification of net assets of pre-restructuring entities . .................... .= 350 1
(Decrease) increase in accrued IPO costs . . ......... o e I (2,411) 2,411 ‘
(Decrease) increase in amounts due from whally-owned subsidiaries. . . . . .. e (932) -, 305 ' wr

Net cash (provided by} used in for financing activities. .. ... ... .... AN '(3,3453) 71,770 :
Net (decrease) increase incash . . ... .. ... . ................. Ceeeea (18,041) ~ 19,443 -

Cash and cash equivalents ‘ . s

Beginning . . .. ... . .. 19,443 — !

Ending............... U U L $ 1402 $19443.




Schedule II — Condensed Financial Information of Parent Company CRM Holdings, Ltd.
Notes to Condensed Financial Statements

-1, Condensed Financial Statements

| Certam information and footnote disclosures normaily included in financial statements prepared in accordance
with accountmg principles generally accepted in the United States of America have been condensed or omitted. It is
| suggested that these condensed financial statements be read in conjunction with the Company’s consolidated
| financial statements and notes thereto. Equity in earnings of subsidiaries as presented in the condensed statement of

income includes earnings from subsidiaries from the date of the restructuring, December 27, 2005, and forward.

2. Significant Accounting Policies

The Parqn't Company carries its investments in subsidiaries under the equity method.

3. Dividends from Subsidiaries . . . o

During 2006, Twin Bridges (Bermuda) Ltd. declared and paid dividends of $1.0 million to CRM Holdlngs
Ltd. No dividends were declared or paid to CRM Holdings, Ltd in 2005




2006

Primary .
insurance’. . .

Reinsurance . « .

-1
2005
Primary
insurance . . .
Reinsurance . -t
N l.'\ .’
2004
Primary
insurance . . .
F
Reinsurance . . .

CRM ‘Holdings, Ltd. ‘and Subsidiaries

Schedule III — SupplementaryInsurance Information
) Years Ended December 31,

Benefits,
Foture .. Other | Claims,
: Policy "', ,  Policy.. , L Losses and .
Deferred Benefits, S0 7 Cladms | S Loss Amortization
Policy * Lossesand ', »:" * * ‘apd Y- - < Net Adjustment  of Policy Other P
Acquisition . Loss,. s Uncarned - Benefits Earned Investment Expenses Acquisition  Operating Premiums
Costs Expenises  Premiums . Payable Premiums . Income Incurred Costs Expenses  Written
(Dollars In thousandg). ™« 50" 5 o} TR L TG

%4

.-
$ 79 C$141,880 - 54554 S S 7736 8 850  $5008 - SI3T < $1,012°$ 7,260
].064". Y 11,742 T 3,526 I 22,966 . T 2,654 5,462 6908 . 1667+ = 24998
$1,143;- $153,622 _$8,080  $=: - .$30702c; $3.504  S10490  $8,249°  SI,679  $32258

:,("
e T s e e B T e I
442, 6280- . 1494  — 8,362 166 3,584 2473 .., 396 5076
$ 442 5 6280 $1494  —  §$8362 3. 166 $3584  §2473  § 3% $50%
AL
$ — 8§ — 8§ — $— 5§ — $.— 5§ — §.— _§ 5 -
1414 2696 4780 @ — 5,110 2 2528 T1L,511 0 T 206 7,105
$1414 S 2696 $4780  — -§ 510 0§ 22 §258 SIS § 206 S 7,105




CRM Holdings, Ltd. and Subsidiaries

i
HE

ratt o7 Schedule IV — Reinsurance @ . . v
_ Years'Ended December 31, '

v . Percentage
B - Cededto”  Assomed =~ " of Amount
o ’ Direct Other. . from other . Assumed to
C e T e Ty . Amount  Companies  Companies 'Net Amount Net
RN , e : - (Dollars in thousands) :
* " Workers’ Compensation Iisirance:, . . , ... o ’
2006 '
. Primary insurance . . ... e . $8374 $(753) $ 16, $.7,737 15%
-+ Reinsurance e e e Can — — 22,965'_' 22,965 - 100.0%
‘ © $8374 - - '§(753) . $23,081 " $30,702 75.2%
2005 I _ '
‘Primary insurance. . ... .... . 8 = 8 = 5 — 3 — 0.0%
.. Reinsurance . ... . ... S I 83627 . 8362°.. 1000%
R ' $ — s = $8362 $8362  1000%
2004 . S -

. Primary insurarice. . .. .. e L8 = 3 S 8 = 00%
) . 'Reiﬁsprance S ‘ —-‘ — 5110 - 5,110 100.0%
B " $-— $ —  $5110 $5110  1000%




CRM Holdings, Ltd. and Subsidiaries

. .2t .+ Schedule,V — Valuation and Qualifying-Aéconms Peoasby o
~ Years Ended December 31,

o Balance at Balance at
oA, R L Beginning of Ca End of
Description R ‘;‘ . ) Period Additions Deductions Period
Y ] ll;““ . ILI' u»‘ . . . 'J ) o V ‘.‘v M t ’ Y Y P P ° L(Dﬂlllﬂr's in _l"l'oma:nds) -
L2006 T e e T

Primaryinsurance....................'.'..... $— $165 $2 $163
Reinsurance . ....................... e — . — .

. = ot T IR =S $i6s
7 2005 ‘ N O oo N . -

$163

o
to

Primary insurance. . .......................
,

3=
.., Reinsurance . ., .. I, e e, $—. s —
o o $—_

2004
Primary insurance.:...... M e

$—
" .Reinsurance . . e e ' = $ —

RS

1
rIre TIre
1




‘CRM 'Holdirigs, Ltd. and:Subsidiaries
Schedule VI — Supplemental Information’ Concernmg Insurance Operatlons
-Year ‘Eided ‘December:31,

e Yy o Loss and Loss
e . Toy oovgar 2 Adjustment
[ Reserve for bl far Paid Claims
Tt Deferred. 't Losses and i,/ L RE’:::E‘;S? Amortization cand) s
T Plicy,, Loss - Unearned  ~ Net e 10 of Policy Claim =™~
Acquisition ’Anﬂmlment Discount Relnsurance Earned  Investment Current Prior Acquisition  Adjustment  Premiums
Costs Expenses Reserves Premiums  Premiums  Income Year Year Costs Expenses. ., Written
{Dollars in thousands) S
2006 ‘i Lo R - ‘ . L. . PR INTUN I ST
Primary - S . i3 J.“
jnsurance . ., .. % 79. $141880 . $— $4,554 $ 1.736 $ 850 § 6,663 $(1.636) 31,339 UM § 7,260
Reinsurance. . . . 1,064 11,742 . ¢ — 35268 22,966 2,654 7.349  (1,886) 6.910 — 24,998
$1,143 $153,622 5— '$8.080 $30,702 $3,504 514,012 $(3,522)  $8.248 $4.727 - v, $32,258
2005 : -
anury - & ? i N . . . . .afig ‘_"? f 'b}.l
insarance. . .. $§ — . § — %— § — 8 - 8 — 358 — 5 — $ - L5 - ,S —
Reinsurance. . . . 442 . - 6,280 ---— 1,494 8.362 ' 166 3,584 1 — 2473 ' o 5.076
< $ 442 - § 6280 - $5— $1494°  $B362 0§ 166 §3584 § — 52473 s — $ 5076
2004 : ' : e
Primary
insurance . ... § — $ - 55— $F - 8 — 5§ — 5 — 85 — 8§ =i, 8 — "% —
Reinsurance.. . . . 1,414 2,696 Bt 4,780, 5,110 22 2,528 —_ 1,511 c— , L DI0S
$1414 7§ 269 $— $4.780 $5110 § 22 $2528 § —  SLSH s — $ 7,105

+
-~ R




SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has
duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

CRM Holdings, Lid,

“Is/ DAi“\’lEL G. HICKEY, Jr.

Daniel G. Hickey, Jr.
Chief Executive Officer

Dated: March 7, 2007

- Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature Title Date
/s/  DawieL G, HickEey, Jr. ) Chief Executive Officer March 7, 2007
' Daniel G. Hickey, Ir. and Chairman of the Board
fs/ JamEs J. SCARDING ‘ . Chief Financial Officer March 7, :’2007

James J. Scardino

s/ DaNEL G. Hickey, Sr. Director March 7, 200'.{
Daniel G. Hickey, Sr. ‘ ’

/s!  Davip M. BIrsNER Director | March 7, 2007
David M. Birsner ' '

fs!” Kerri S. HyNes ' Director March 7, 2007
Keith S. Hynes '

fs/  CHARLES L. JOHNSTON - Director March 7, 2007
Charles I. Johnston

/s/  PHILIP J. MAGNARELLA Director March 7, 2007 -

Philip J. Magnarella

/s/  Louis Rosner ] Director March 7, 2007
‘ Louis Rosner :

/s/ _SALVATORE A. PaTario Director March 7, 2007
Salvatore A. Patafio




TR ' EXHIBIT 23.1
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incbrporation by reference in the Reg'istration Statement on Form S-8 (No. 333-130747) of
CRM Holdings, Ltd. of our reports dated March 2, 2007 with respect to the consolidated financial statements,
financial statement schedules, management’s assessment of the effectiveness of internal control over financial
reporting, and the effectiveness of internal control over financial reporting of CRM Holdings, Ltd. in this Annual
Report (Form 10-K) for the year ended December 31, 2006.

‘. /s/ JOHNSON LAMBERT & CO. LLP

Falls Church, Virginia .
March 2, 2007 . . _ '




EXHIBIT 31.1

CERTIFICATION-PURSUANT TO
SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, Daniel G. Hickey, Jr, certify that: i ’

1.
-2

[ have reviewed this Annual report on Form 10-K of CRM Holdings, Ltd.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state
4 material fact necessary to make’ the statements made, in light of the circumstances under which such
statements were made, not misleading ‘with respect to the period covered by this report;

. Based on my knowledge, the financial statéments, and other financial information included in this report,

fairly present in'all material respects the financial condition, results of Operauom and cash flows of the
registrant as of, and for, thie periods presented in this report; .

. The registrant’s other certifying officer and I are reqponsible for estdblishing and maintaining disclosure

controls and procedures (as defined in Exchange Act Rules 13a-1 5(e) and 15d-15(e)) and internal control
over financial reporting (as defined in Exchange Act Rules 134- 15(f) and 15d-15(f)) for the registrant and
have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures

- to be designed under our supervision, to ensure that material information refating to the registrant,

including its consolidated subsidiaries, is made known to us by others within those enntles partic-
ularly during the period in which this report is being prepared; -

b) Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be ‘designed under our supervision, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes
in accordance with generally accepted accounting principles;

c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and

d) Disclosed in this report any change -in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter that has materially affected, or is reasonably
likely to materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officér and I have disclosed, based on our most recent evaluation of internal

1

control over financial reporting, to the registrant’s auditors and the audit committee of regmtranl $ board of
directors:

a) All significant deficiencies and material weaknesses in the'design or operation of internal control over
financial reporlmg which are reasonably likely to adversely affect the registrant’s ablhty to record,
process, summarize and report financial information; and

b) Any fraud, whether or fiot material, that involves management or other employees who have a
significant role in the registrant’s internal controf over financial reporting.

s/ DanieL G. Hickey, Jr.

Daniel G. Hickey, Jr.
Chief Executive Officer

Dated: March 7, 2007




EXHIBIT 31.2

CERTIFICATION PURSUANT TO _ :
SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, James J. Scardino, certify that:
1. 1 have reviewed this Annual report on Form 10-K of CRM Holdings, Ltd.; |

2. Based on my knowledge, this report does not contam any untrue statement of a material fact or omit to state
a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information inctuded in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this report; o

4. The registrant’s other certifying officer and 1 are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e} and 15d-15(e)) and internal control
over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15()) for the registrant and
have:

“a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures ™
to be designed under our supervision, to ensure that materiat information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others within those entities, partic-
ularly during the period in which this report is being prepared;

b) Demgned such internal control over financial reporting, or caused such internal control-over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes
in accordance with generally accepled accounting principles;

¢) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and -

. d) Disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter that has materially affected, or is reasonably
likely to materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of registrant’s board of -
directors: ‘ :

a) All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and :

b) Any fraud, whether or not matérial, that involves management or other employees who have a
significant role in the registrant’s internal control.over financial reporting.

fs/ JAMES J. SCcarDINO

- James J. Scardino
Chief Financial Officer

Dated: March 7, 2007




o s . P EXHIBIT 32.1

- CERTIFICATION PURSUANT:TO;
18.U.5.C>SECTION.1350;
* AS ADOPTED, PURSUANT TO
SECTION:906 OF THE SARBANES-OXLEY ACT/OF;2002

. In 'connectlon,wuh the;Anpual Repon on Form th K of CRM Holdmgs,thd (theu“reglstrant”) for, the year

“report”) I Damel G. chkey, Jr Chlef Execunve Ofﬁcer of thc reglstrant certlfy, pursuant to 18 U s. C § ]350 as

adopted pursuant to § 906 of the, Sarbanes—_Oxley Act.of: 2002 that fo.my knowledge: 3 127 ., e, Buanies

+(1); The report fully.complies with the requirements.of section 13(a) or 13(d) of the Securities Exchange

'-."»t-:.

Act of 1934, as amended; and B, Bt wg LEUT e
3.4, .0 (2); The information, contained 1in the report fairly, presents, in, all, material -respects;- the financial
condition and results of operations, of the registrant. ivopoqo p, cidea Lo oonic. o
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EXHIBIT 32.2

CERTIFICATION PURSUANT TO -
18 U.S.C. SECTION 1350;

AS ADOPTED PURSUANT TO -

SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
' In connection with the Armual Report on Form 10-K of CRM Holdings, Ltd! (the * rééiétr’ant Y-fot the year
endlng December 31,2006 as filed- with the Securities and Exchange’ Commission on the daté hereof (the:
“report”), I, James J. Scardino, Chlef Financial.Officer, of the reglstrant cemfy, pursuant o 18 U.S. C § 1350 as

adopted pursuant to § 906 of. the Sarbanes:Oxley Act of 2002; that to iy khowledge: ©  * - v it ¢

(1) The report fully complies with the requiremients-of sectmn l3(a) or 15(d) of the Sccurlues Exchange
Act of 1934, as amended; and ) BN "

.: fa »"

(2) The information ‘contained-in thc report fairly presents ‘in all material’ respects; the financial

condition and results of operations’of the registrant.’- i
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Tow LT E o fef JAMES J. SCARDINO

T CJames J. Scardino
wemsc Y Chief Financial Officer
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Corporate and Shareholder Information

DIRECTORS AND OFFICERS
Board of Directors:

Daniel G. Hickey, Jr.

Chairman of the Board and Chief

Executive Cfficer of CRM Holdings,
Ltd. -

David M. Birsner
Insurance Broker, Hickey-Finn &
Company, Inc.

Daniel G. Hickey. Sr.
President, Hickey-Finn &
Company‘ Inc.

Keith 8. Hyncs
Executive Vice President & Chief
fnnanual ‘Qfficer, MaxRe, Ltd.

Charles 1. Johnston
Managing Member, Johnston Capital
Management, LLC

Philip J. Magnarella
Retired Counselor & Administrator,
Moore County Schools, Carthage, NC

Salvatore A. Patafio
Human Resources Manager-
Commercial Alfiances, IBM

Louis Rosner, Esq.
Attorney, Law Offices of Louis Rosner

EXECUTIVE OFFICERS

Daniel G. Hickey. Jr.
Chairman of the Board and Chuef
Executive Officer

James ]. Seardino
Chief Financial Officgr

Louis ]. Viglotti, Esq.
General Counsel and Secretary

Chester ]. Walczyk
Chief Operating Officer

Robert V. Polansky
Senior Vice President of Sales and

~ Product Development

REGISTRAR AND TRANSFER AGENT

Computershare Investor Services

By Mail:

Computershare Investor Services
PO. Box 43078

Providence, RI 02940-3078
United States of America

By Overnight Delivery:
Computershare Investor Services
250 Royall Street

Canton, MA 02021

Tel: 781-575-3120

Web: www.computershare.com

OBDEIIINE FINANCIAL STATEMENTS

fictl

A copy of the Company’s annual report on Form 10-K, including the financial statements, financial statement schedules and exhibits,
may be obtained without charge by writing to the Company at the following address: CRM Holdings, Ltd, P.O. Box 2062, Hamilton HM
HX Bermuda1 or by calling 441-295-8689. The information can also be accessed on the Company’s website: www.crmholdingsitd.bm

FUBWARD -LOOKING STATEMENTS

This anni.:a! report contains forward looking statements. These forward looking statements include, without limitation, statements
about our plans, strategies and prospects. These statements are based on our current expectations and projections about fuiure
events and are identified by terminology such as "may; “will} “should ‘expect’ “scheduled’ “plan; “seek! “intend’ ‘anticipate; “believe;
estlmate‘ *aim; “potential? or “continue” or the negative of those terms or other comparable terminology. Although we believe that
our plans, intentions and expectations are reasonable, we may not achieve our plans, intentions or expectations. These forward-look-
ing statements involve risks and uncertainties. Important factors that could cause actual results to differ materially from the forward
looking statements we make in this annual report are set forth in “Risk Factors” We undertake no obligation to update any of the for-
ward looking statements after the date of this annual report to conform those statements to reflect the occurrence of unanticipated
events, except as reqmred by applicable law, You should carefully read this annual report, the documents that we reference in this
annual report and have filed as exhibits, other documents we have filed with the SEC, with the understanding that our actual future
results, levels of activity, performance and achievements may be different from what we expect and that these differences may be

material. We qualify all of our forward looking statements by these cautionary statements.

ANNUAL MEETING

The Annual General Meeting of Shareholders is schedu!ed for 12:00 p.m. on May 2, 2007 at the Hamilton Princess Fairmont, 76 Fitts

Bay Road, Pembroke, Bermuda.,

'I'HADINB INFORMATION

The common shares of CRM Holdings, Ltd. is traded on the Nasdaq Global Select Stock Market (symbo!: CRMH). If you wish to
become a'shareholder, please contact a stockbroker.
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Perry Building
40 Church Street
HOLDINGS. Hamilton, HM 12, Bermuda

Ph: 441.205.6689
Fax: 441.296.3829

www.crmholdingsltd.bm

Compensation Risk Managers, LLC, Compensation Risk
Managers of California, LLC, Majestic Insurance Company, Twin
Bridges, Ltd. and Eimar, LLC are all subsidiaries of CRM Holdings,
Ltd. CRM Holdings, Ltd. is traded on NASDAQ as *CRMH".




